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Nature, Scope and Objectives 
of Business 



Literally the term ‘Business’ implies busyness or the state of 
. ■ But this is too wide a conception of business as it 

wvers every human activity. Every human bein 8' s busy ' n 
c< 7- the other to satisfy his unlimited wants and desires. The 

sum ota° of all these activities may broadly be divided into two 
categories : Economic and Non economic. Economic activities are 
♦hose designed to attain and use the material resources of life. On 
the other hand, non economic activities are inspired by human 
sentiments of charity, religion, love, sympathy, patriotism, etc. 
Business is an economic activity as it is concerned with the product 
tion and distribution of goods and services with the aim of earning 
money and acquiring wealth. All business enterprises-may it be 
the Tata Iron & Steel Company, the Ashoka Hotel, the Super 
Bazar or the vendor outside a college gate—have following features 
common to them : 


(/) Production or Purchase : Every business exists to provide 
goods and services to the public. Goods must, therefore, be acquired 
either through production or purchase or by both. 


(ii) Sale, Transfer or Exchange : Business involves sale or 
exchange, i.e. t transfer of goods and services for price or value. Pro¬ 
duction or purchase of goods and services for personal use does 
not constitute business as no transfer or exchange is involved. For 
example, a farmer keeping cattle to obtain butter and milk for his 
family is not business. But if he keeps a number of cows and 
buffaloes to sell their milk, it becomes business. Selling or ex¬ 
change is, thus, the distinguishing feature of business and in buying 
and selling lies the essence of business. A business firm is different 
from a church, an army, etc. because it sells a product or service. 
4 ‘Any organisation that fulfils itself through marketing a product 
or service, is a business. Any organisation in which marketing is 
cither absent or incidental is not a business.” 1 Business is thus 


1. Peter F. Drucker : The Practice of Management , p. 38. 
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founded upon the exchange of goods and service. 

07/) Dealings in Goods and Services : All business activities 
involve dealings in goods and services. The goods may be one 
which can be directly consumed (known as consumers goods, such 
as bread, cloth, shoes, etc.) or those used for further production 
(called producers’* goods or capital goods, such as steel, machinery,, 
etc.). Services are intangible and invisible goods like insurance, 
electricity, gas, water, etc. 

(iv) Continuity of Dealings : Dealings in goods and services, 
constitute business only.when they are carried on regularly. A 
single transaction like selling old newspaper by a housewife or selling 
one’s old scooter is not business even if the seller earns money on it. 
If this were not so we should all have been businessmen as we are 
always buying or selling something. Hindustan Times Ltd. and 
Bajaj Auto Ltd. are business concerns simply because they are 
regularly dealing in the same articles. Recurring purchase and 
sale rather than an isolated deal is the hallmark of business. No 
business is set up to be liquidated after a single transaction. 

(v) Profit Motive : Every business activity is carried on with 
the purpose of earning profit, that is, securing more than the amount 
spent. It is the hope of earning money that induces people to go 
into business. No business firm can survive for long without profits. 
However, profits must be earned through legal means and by 
serving society. It is because of this reason, that earning of. 
money through gimbling, cheating and smuggling cannot be called 
business. 

(v/) Uncertainty or Risk : Though business aims at profits, 
there is no certainty of profits. Losses are as common in business 
as profits. Before an activity can be called business there must, 
therefore, exits not only the goal of profit but also the risk of loss. 
Risk or uncertainty arises because future is unknown. The 
clement of risk is present in all economic occupations but it is more 
significant in business. In business profits depend upon a number of 
factors over which the businessman has little or no control. These 
factors include : 

(a) Changes in consumers’ tastes and fashions; 

(b) Changes in technology; 

(c) Shortage of raw materials, power, fuel, etc.; 

(d) Strikes, lockouts, Gheraoes, etc.; 

(e) Increase in competition in the market; 

(f) Faulty management decisions about use of capital and 
other resources; 

(g) Fire, theft and natural calamities, which can be insured 
against. 

In view of the above mentioned characteristics, business may 
be defined as an economic activity concerned with the continuous 
production and/or purchase of goods and services with the objective 
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...nine them at an uncertain profit through the satisfaction of 
, s ® According to Wheeler “Business is an institution 

h rMn?sed and operated to provide goods and services to society 
under the incentive of private gain.- Haney* has defined business 
as “human activity directed towards producing or acquiring wealth 
through buying and selling of goods.” In other words, business is 
an enterprise which makes, distributes or provides any article or 
service which the public need and are able and willing to pay 
for the same. Business is undertaken to create income and wealth 
hv satisfying human wants. The meaning of business can be made 
more clear by differentiating business from other economic 
activities, namely, profession and service. 


Business and Profession 

Profession involves the provision of expert personal services 
under a code of professional conduct. It is a vocation with specia¬ 
lised skills and knowledge and continuous discipline of study lor 
the advancement of professional knowledge. For example a 
doctor helps his patients through his personal knowledge. He 
maintains intimate persona! contacts with his patients. Similarly, 
lawyers, chartered accountants, architects, etc., serve through 
their expert personal services. A businessman, on the other hand, 
provides services of a general nature by providing goods and 
services. The intimate personal contact and the application of expert 
personal skills, so essential in a profession, are lacking in business. 
Secondly , a businessman unlike a professional needs no minimum 
educational qualifications to enter and carry on his business. Thirdly , 
a professional is expected to follow a more rigorous code of conduct 
or ethical behaviour specifically provided for the profession Pro¬ 
fessions have their associations which regulate the activities of all 
members of a profession. Membership or enrolment of the 
association is essential, but not so in business, though businessmen 
too have their associations. Fourthly , businessmen operate under 
uncertainty and losses are quite common. A professional is not 
subject to such uncertainty or risk. The reward of a professional, 
known as “Fee” is more regular and certain than the profits of a 
businessman. Fifthly , professionals are prohibited from adverlising 
themselves while business depends greatly on advertising. Sixthly , a 
professional is expected to emphasise the service motive and sense 
of mission to a greater extent than a businessman. Seventhly , a pro¬ 
fession requires a high degree of formal education and specialised 
training in a particular field which is not essential in a business. 
Eighthly , a business generally requires greater capital than a profes¬ 
sional firm. Lastly , a professional cannot transfer his interest in the 
firm, while a businessman can transfer his interest through prescribed 
formalities. 


1. B.O. Wheeler : Business—An Introductory Analysis , p. 25. 

2. L.H. Haney : Business Organisation and Combination, p. 3. 
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Business and Service 

Service or employment involves working for or under some 
one else, known as the employer in return for a salary or a wage. 
Business is, on the other hand, working for oneself. A serviceman 
receives wages and salary which is generally fixed and regular, 1 n* 
profils of business are, on the other hand, irregular and uncertain. 
In business the contractual relationship of employer and employee 
is lacking. A businessman is his own employer. A business is 
formed through individual decision and legal formalities, while an 
employment is based upon a contract of service. Business requires 
capital, but employment needs no capital. Education and training 
is useful in service but specialised knowledge is not necessary in all 
cases of employment. Unlike a businessman, an employee cannot 
transfer his interest to others. An employee neither provides goods 
and services, nor any personalised service. He performs the work 
assigned by his emplojer. No individual risk it involved in employ¬ 
ment as wage or salary is certain. 

In spite of these differences, there is a close inter-relationship* 
between business, profession and employment. Business needs the 
services of chartered accountants, management consultants, and 
other professionals for tackling various types of business problems. 
Business also provides employment to a very large number of people. 
Professionals and employees provide the organised effort essential for 
every business. The success of a business firm in the modern world 
depends upon the combined efforts of businessmen, professionals- 
and employees. Business, profession and employment are thus the 
three economic and human occupations which are dependent upon* 
one another. They are not mutually exclusive but complementary 
to one another. 

SCOPE OF BUSINESS 

Business has several branches which may broadly be classified 
into two categories—Industry and Commerce. Industry is concern¬ 
ed with the production of goods and services while Commerce 
involves their distribution. In the words of Hauey, “On the one 
hand, business rests on the technical process of manufacture; on the 
other hand, it looks to the market. At the junction stands the 
businessman, either directing the technical process of production or 
gauging the market, or doing both; but always engaged in buying 
and selling for the purpose of gain.*’ 1 Industry and Commerce may 
be further sub-divided as uuder : 

Industry 

Industry is that part of business which is concerned with 
the exoloitation processing, conversion, fabrication, etc., of natural 
resources. Industry is of following types : 

(r'l Extractive industries are those engaged in raising or drawing 
1. L.H. Haney : Business Organisation and Combinations , p. 2. 
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out various form* of weal,h fro. air^a.er, soHor 

culture, m,D ‘ n r g ’ la h t jon etc. The products of such mdustr.es are 
us«i r by 1 nia^iufa?turing and constructive industr.es. 

m an 0 d nC p e ar n .ly finSsVS'produm 

S? S P r0 o? U «he p£d«t? d of'‘our’d"'aresu^plied by 
Utility*. Most of }£, P thes*e industries constitute such a large 
such indusmes. ac ’ t : v j t i es that to the common man they are the 

part of all production act.vmesrna ^ f> cemenli etc „ are a 

only mdustries. ; ’Manufacturing industries maybe 

few examples of sib eh i nuu fnduslries involve separating up one 

of following types • aM, / duc|s . For example, oil rehner.es 

raw material o» « e rosene. diesel oil, lubricating o.l and petrol. 

analyse en^oOmUtJutmax^ nand , combine two or more 

(b) Synthetic*IlMrta, on ™ Examp |es arc cement manu- 
raw materials into^ fi d P , Processing industries in which the 

fac ' Ur XiaUs processed through d.fferent stages, c.g. textiles, flour, 
raw material .sproces industries where different components 

Svi, havi already been manufactured, arc brought together and 
which have a reaoy oduct , (automobiles, typewr.ters, etc.). 

bUnUgrated industries which involve both processing and assembling, 
e g tyre manufacturing, iron and steel manufacturing, etc. 

’ (Hi) Genetic industries involve breeding, reproduction and 
multiplication of plants and animals. Plant nurseries, cattle breed 
ing farms, poultries, commercial kernels, fish hatcheries etc. are 
examples of such industries. These industries are hereditary in 


nature. 

(iv) Construction industries involve erection or construction 
or fabrication of roads, bridges, canals, dams, docks, buildings, 
etc. by fitting and laying out the products of other industries. 
Constructive industries create the basic infra-structure ess< ntial tor 
all business activities. Their products are fixed and are not carried 
to the market for sale. 

Industry thus embraces all business activities that create and 
increase the usefulness of products. Extractive and genetic industries 
are sometimes known as the basic or primary industries as they 
provide basic materials for manufacturing and constructive industries 
which may be called secondary industries. On the basis of the 
amount of output and the scale of opeiations, industries are some¬ 
times classified into large scale industries and smalll scale industries. 
According to the official definition, a small scale industry is an indust¬ 
rial undertaking with a capital investment of not more than Rs. 10 
lakhs in plant and machinery irrespective of the number of people 
employed in it. : Industries are also classified into Heavy industries 
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and light industries. Heavy industries are those industries which 
require sophisticated technology and huge capital investment, e.g 
ship-building, aeronautics, iron & steel, etc. Light industries require 
simple technology and a comparatively small capital outlay, e.g, tex¬ 
tiles, sugar, paper, etc. 

COMMERCE 

Commerce is a chain of activities which ensures a free and 
smooth flow of goods and services from producers to consumers. 
It embraces a group of specialised activities undertaken to provide 
goods and services to the consumers. According to Stephenson, 
“Commerce is concerned with the exchange of goods; with all that 
is involved in the buying and selling of goods at any stage in 
their progress from raw materials to finished goods in the con¬ 
sumers’ hands. It covers not only the functions of buying and 
selling and handling goods but also the many services which must be 
provided to finance, insure, store and transport goods in the course 
of these exchanges. 1 

The process of buying and selling is be-set with a number of 
hindrances. The principal function of commerce is to remove these 
hindrances and to ensure a free and uninterrupted flow of goods and 
services from producers to consumers. These hindrances have been 
discussed below : 

(i) Hindrances of person : Producers and consumers of a 
product are often unknown to each other. They arc not always 
situated at the same place. It, therefore, becomes necessary to 
establish contacts between buyers and sellers. Commerce serves as 
a link between them through trade. 

00 Hindrances of exchange : The process of exchange or 
sale requires proper arrangements for the payment of price at the 
proper time and place. With money as the medium of exchange pay¬ 
ment for goods and services is made through banks. Banks and other 
financial institutions facilitate exchange by providing credit and 
finance in various forms. Banking is, therefore, an important part of 
commerce and banks are essential commerical institutions. 

{Hi) Hindrances of place : Often goods are produced at a place 
far away from the market. Commerce bridges this distance between 
producers and consumers through different means of transport. In 
addition to transport proper arrangements have to be made for 
insurance to cover the risk of loss during transist and for packaging 
to protect goods against damage and pilferage. 

(z'v) Hindrances of time : In modern times, goods are generally 
produced in anticipation of demand. It, therefore, becomes neces¬ 
sary to store them so that they can be made available as and when 
the consumers demand them. Warehouses perform this function of 
storage thereby balancing the time lag between production and 


1. James Stephenson : Principles and Practice of Commerce, p. I. 
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through theft or 

(v) Hindrances of ^r^bhi^product^to the notice 

can take place only whenthe “^ rtjsjD | and P salesmanship provide 
of the prospective buyers^ A p d roducts | nd lhe i r uses. In th.s way, 

information ab t ^ hjndrances of know ledge. 

commerce rem ( c f t h 0 se processes and 

To sum up, commerce is th of the hindrances of per- 

activities which are engaged i jh transport, insurance and 

son (through trade) plai=« Rousing) and knowledge (through 
packaging), time ('broug the 8 exc hange (banking) of goods 

advertising and salesmanship) * f the var j 0 us activities 

and services, Commerce thus consists and sel)jng goods 

concerned, dNect^ or 'odirec y^ for the exchange of goods 

and services. It »* of the business world. It seeks to 

and service. Wwemlhe membersi ot tne^^^ ^ lhe rjghl tim e and 

supply the right goods to th g P anJ consums r S . Com- 

ss w taire'SEffl »• “■* 

Auxiliaries to Trade. . 

(i) Internal Trade also known as domestic trade or home trade 
r inland trade it involves purchase and sale of goods and services 
within the boundaries of a particular country. Internal trade may 

(a) Wholesale trade, which means buying and selling in large 
quantities. A wholesaler buys goods from manufacturers and sells 
?o retailers. He generally specialises in a limited variety of articles. 

( b) Retail trade, which implies purchase and sale in small 
quantities. A retailer buys from wholesalers and sells directly to 
consumers or users and is, therefore, the last link in the chain of 
-distribution. 

(/*) International Trade or foreign trade refers to buying and 
selling of goods and services between the persons or enterprises 
operating indifferent countries. It involves, therefore, the use of 
foreign currency and international means of transport like shipping 
and airways. Foreign trade or external trade may be subdivided 
into imports, exports and entrepot. Imports imply purchase of 
goods from foreign countries while exports involve sales to 
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foreigners. Entrepot trade involves importing of goods with the 
object of re-exporting them. 

Auxiliaries to Trade 

In addition to trade, commerce includes several ancillary ser¬ 
vices. These services consist of all those activities and processes 
that facilitate trade. The process of buying and selling faces a 
number of obstacles. Goods have to be stored till they are sold, 
they have to be carried from the place of production to the place 
of consumption, they must be insured against fire and other risks, 
they have to be packaged and brought to the notice of prospective 
buyers. Money is required till the goods are sold. The activities 
that help in overcoming these various difficulties are known as auxi¬ 
liaries to trade. These auxiliary services are an essential part of 
modern commerce because trade cannot be carried on smoothly 
without them. These services are of following types : 

(0 Transportation : Goods are produced at places different 
from the places of consumption. Transport brings together pro¬ 
ducers and consumers bv bridging the geographical distances or by 
removiog the obstacles of place. It is because of transportation that 
we are able to enjoy products produced in different parts of the 
world. Transportation creates place utility. Communications make 
for speed and efficiency in exchange. 

(//) Storage and Warehousing : Goods are produced today in 
advance of demand. Certain products like potatoes are produced 
in particular seasons but they are demanded throughout the year. On 
the other hand, certain other products like woollen textiles are manu¬ 
factured through >ut the year but derainded largely in a particular 
season. Goods must, therefore, be stored to make them available 
as and when demanded by consumers. Storage or warehousing thus 
removes obstacles of time or creates time utility. 

(Hi) Packaging : Goods cannot be transported and stored un¬ 
less they are properly packed. Packaging avoids damage and 
pilferage of goods. It also helps in identifying and advert sing the 
goods. 

(iv) Insurance : In ths course of storage and transporta'ion, 
goods may be destroyed by fire, floods, theft, etc. They must, there¬ 
fore, be insured against these risks. 

(v) Advertising and Publicity : As producers and consumers are 
unknown to each other and operate at different places, goods and 
services must be brought to the knowledge of prospective buyers. 
Advertising and salesmanship perform this function and thereby 
remove the obstacles of information and knowledge. 

(vi) Banking and Finance : As goods and services are exchanged 
for money, lack of finance on the part of buyers and sellers makes- 
trade difficult. Banking and credit remove this difficulty of exchange 
through finance. 
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Fig. 1.1 

There is a close inter-relationship between the different 
branches of business. Trade and commerce are often used as inter¬ 
changeable terms. But commerce is a much wider term than trade. 
Trade is a branch of commerce which is concerned with the exchange 
of goods and services i.e. t buying and selling. Besides trade, com¬ 
merce involves various auxiliary services as described above. Com¬ 
merce and industry are complementary to each other. Industry 
provides the goods and services for exchange and thereby gives rise 
to commerce. At the same time production of goods and services 
is meaningless unless they can be distributed among the consumers. 
This function is performed by commerce. 

OBJECTIVES OF BUSINESS 



12 ; 


BUSINESS ORGANISATION AND MANAGEMENT 


The objectives of business may be classified as under : 

1. Economic objectives, 

2. Social objectives, and 

3. Human objectives. 

Economic Objectives 

These refer to those motives which determine man’s conduct in 
the business part of life. Generally, profit-maximisation is considered 
to be the sole objective of business. However, business exists not only 
to earn profits but also for other economic and non-economic 
■objectives. The various economic objectives may be outlined as 
under : 

(a) Fair Profits : Though maximum profits are not the 
objective of business, a certain amount of profit is essential to every 
business for the following reasons : 

(/) Profit as an Incentive : Every business involves some risk 
and unless there is a possibility of making profits, no one 
would like to enter business. Profit is the driving force 
behind the free enterprise system. As a vital motivating 
force, profits make people build business empires through 
hard-work and efficiency. “The power-house which creates 
the high voltage that gives the system of private enter¬ 
prise its dynamic drive is profit. Profits are the lubricant 
that drive the wheels of business. What holds manage¬ 
ment to task is the desire to make a good showing for the 
shareholders.” 1 

(//) Profits for Survival : Profits are essential not only to 
attract people in business but also for the continued exist¬ 
ence of a business enterprise. A business firm that wants 
to survive for long must not only avoid losses but also 
earn sufficient profits. Profits are essential to build up 
reserves for meeting the riaks inherent in business and for 
covering the costs of sta>ing in business. 

<iii) Profits for Growth : A business enterprise can grow and 
expand only when it earns good profits. Reinvestment of 
profits is the main source of finance for modernisation and 
expansion of business. Profits also attract new capital 
from the investors. Unless fair profits are earned sooner 
or later business dries up and investors withdraw their 
funds. 

(Iv) Profits as a Measure of Success : Profits are the primary 
test of the performance and efficiency of a business enter¬ 
prise. Profits are the criteria by which investors and 
creditors evaluate the potential and efficiency of manage¬ 
ment. More efficient and successful a business, greater 
are likely to be its profits over a period of time. Society 


1. C.B. Randall : Making Good in Management , p. 9. 
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indicates* its approval of an organisation through the 
reward of profits. 

Tv) Allocator of Resources : In a free enterprise system, capital 
and labour flow into those enterprises which promise good 
returns. Businesses that fail to generate reasonable profits 
to the people who provide finance and undertake risks tail 
to attract finances necessary for continuous operations. 

(vi) Prestige and Recognition : A business enterprise that is 
i unable to earn the market rate of profits does not enjoy 

the goodwill of the society. Men enter into business not 
• only for the sake of profits but also to gam recognition 
.• and status in the society. The acquisition of wealth 
through profits is an important means of gaining prestige 
:• • andrecognition. 

The above-mentioned functions of profits as an objective of 
business are depicted in Fig. 1.2. 



Fig. 1.2 

(b) Creation of Customers : Adequate profits can be earned 
only by providing a product or service which people require and 
are able and willing to pay for. Every business is conceived in terms 
of a product or service that meets the needs of public. A business 
can earn profits continuously only by satisfying human wants. A 
businessman produces and sells either to meet an existing need or a 
potential one. The economic objective of earning satisfactory profits 
and the social objective of ratifying human wants both find their 
achievement in the creation of customers. In the words of Drucker, 
“There is only one valid definition of business purpose : to create a 
customer. The customer is the foundation of business and keeps it 
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in existence ... and it is to supply the consumer that society 
entrusts wealth-producing resources to a busiaess enterprise. it 
lithe customer, who by paying for a product or service, determines 
what shall be produced and whether a business will succeed. In 
other words, the objective of business is more and better marketing. 
That is why the fundamental economic objective of profit making is 
set in the form of a specific goal like securing 10% share of the 
market. 

( c ) Innovation : Business conditions today are highly dynamic 
and a firm can earn profits regularly only by adapting itself to the 
changing preferences and habits of consumers. This requires inno* 
vation and creativity. A successful business has not only to adjust it¬ 
self to changing market conditions but also to create new conditions 
itself by providing new commodities, suggesting new uses of old 
products and other new ideas. Profits are, therefore, the result of 
efficient business performance in marketing, innovation and producti¬ 
vity. 

Social Objectives 

The economic objectives of profits and creation of customers 
can be realised only by serving society. Profits are, in other words, 
the reward which a business enterprise receives by satisfying the 
needs and aspirations of different sections of society. If a business 
continues to make profits over a fairly long period of time, it signifies 
that society desires the existence and continuance of the enterprise. 
Business can enrich investors when it fits in the customs and beliefs 
of society. The ultimate purpose of business must lie in the service 
to society as business is an organ of society. Profits are thus the 
result and not the aim of business. Business is an integral part of 
society. It draws its resources from the society and it must satisfy 
the needs and desires of the society. 

The controversy regarding profits is not over the desirability or 
otherwise of making profits, but over the amounts of profits that 
business should earn. The economic theory of business behaviour 
is based on the principle of matimsation of profits. But in reality 
adequate or reasonable profits ra hrr than maximum profits is the 
objective of business. Reasonable profits are roughly the amount 
of promts that is consistent wi h the service provided by the enter¬ 
prise. As Drucker points out, “The problem of any business is not 
the maximisation of profit but the achievement of sufficient profits 
to cover the risks of economic activity and thus to avoid loss.” 1 2 A 
businessman does not aim at profiteering but tries to survive and 
prosper. The real objective of a business, therefore, is to render 
a service and earning of profits is necessary to the continuation of 
that service. “The enterprise that is coldly and solely motivated by 
the making of money seldom fairs well in the long run as it neg- 

1. Peter F. Drucker : The Practice of Management , pp. 38-39. 

2. Ibid., p. 26. 
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i the verv source of profits, namely the provision of quality goods 
,ec i s cprvir^s at reasonable prices produced through well-paid 
uhnur ’^ The morale essential to the success of any organisation 
«,?ik from the satisfaction that a genuine service is being rendered. 
When such a service is rendered sincerely, profits will automatically 
WMw as society will ensure the continuity of such service. As pomt- 
nut bv Henry Ford, tbe well known American industrialist mere 
mlnev-'hasing is not business *’ Ford could create the world famous 
^romobMe empire only because he aimed at serving the greatest 
aiitoroo p r DC0P | e by supplying a people s car. A really 

1-SSw and great business can be built only on the foundation of 
Smotiw. 8 Profits through service is thus the real objective ot 

business. 

Social objectives of business may be grouped as under : 

(a) Quality Goods at Fair Prices : The first and foremost social 
objective of a business is to provide regularly the goods and services 
of or oner quantity and quality to consumers at reasonable prices 
and at the right place and time. Tbe objectives of business find 
their achievement in the production and distribution of goods and 
services. Businessman should avoid hoarding, black-marketing, 
adulteration and such other anti-social activities. 

(b) Fair Deal to Employees : Steady employment under fair 
working and living conditions to the employees is the second 
social aim of business. Fair wages, opportunities for personal ad¬ 
vancement and participation in the gains and management of busi¬ 
ness are the obligations of a business towards its employees. 

(c) Fair Return to Investors : Another social objective of 
business is to prov.de regular and fair return to those who provide 
funds and undertake risks. 


(< d ) Good Citizm : A business enterprise must cooperate with 
tbe Government by abiding by the letter and the spirit of law and 
by contributing towards various schemes of economic and social 
development. As a good citizeo, business is responsible for the pro¬ 
tection of tbe natural and cultural environment of the country 
against all types of pollution. Besides, business can contribute 
a lot in the stability and security of the country, from all dangers. 
The responsibility of business to the State is not limited simpjy to tbe 
payment of proper taxes and other dues. In a country like ours, 
which seeks to establish a socialistic pattern of society, business has 
specific obligations to meet national objectives and aspirations. 
Business can contribute a Jot in the implementation of our Five Year 
Plans by serving an effective instrument of economic and social 
development. Big business is expected to help the country in the 
following areas also : 

(i) Development of small scale industries; 

(ii) Rural and agricultural development; 

1. L.A. Applcy : Management in Action, p. 214. 
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(iii) Import-substitution and export promotion to realise the 
goal of national self-sufficiency; 

(iv) Development of skilled manpower; 

tv) Balanced regional development; 

(vi) Social and economic justice by eliminating inequalities ot 
all types. 

(e) Miscellaneous : Last, but not the least, a business has to be 
fair in its dealings with its competitors and suppliers of various in¬ 
puts. The business of business, it is said, is to serve social and 
economic ends. 

Social objectives of business are thus the obligations of a . 
business to contribute towards the economic progress, stability 
security and social development of mankind. Being a part or 
society, a business enterprise has to confirm to the beliefs and aspira¬ 
tions of society. Business is not an end in itself but really a way ot 
life. 

Human Objectives 

Several changes in the structure and environment of business have 
brought another set of objectives to the forefront, namely human 
objectives. Though a part of the wider objective of social service, 
human aspects of business have become so important that they de¬ 
serve special mention. A business organisation is an association ol 
human beings, it is operated by human beings and aims to serve 
human beings. “Business is not an end in itself. It is only a means to 
achieve an end, that end’s man himself and the individual. Therefore 
business has, by direct and indirect tests to contribute to man s happi¬ 
ness, his freedom, and his material, moral and spiritual growth. 
People are the most valuable asset of a business and their satisfac¬ 
tion is its prime goal. Satisfaction of people requires not only giving 
them their due share in business but it also involves their recognition 
as living beings rather than as working tools. The human satisfac¬ 
tion is important not only on moral grounds but also for economic 
reasons. When employees and customers are treated honourably 
and equitably, a business succeeds better. Human welfare and deve¬ 
lopment of human resources should be the objectives of every 
business. 

The various objectives of business have been outlined in 
Fig. 1.3. 

The discussion shows that business exists not merely to make 
money but for several economic and social objectives. “To manage 
a business is to balance a variety of needs and goals." 2 The economic 
and social objectives are. however, complementary to each other. 
Social objectives are a way for the achievement of economic objec¬ 
tives. The overall objective of profit-miking can be realised effec¬ 
tively when it is considered as a reward for the contribution towards 

1. Report of the Calcutta Seminar on ‘Social Responsibilities of Business.' 

2. Peter F. Drucker : The Practice of Management , p. 62. 
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1 


SOCIAL ECONOMIC 

L Ample supply of quality 
goods at fair prices 


r 


HUMAN 
f-Fair profits 


L-Fair deal to employees 

-fair returns to investors 

(-Fair dealings with 
suppliers and competitors 

Support to 
I Government and 
L general public 


.Creation of 
customers 


‘—Innovation 


Fig. 1.3 


_Humane approach 
to workers and 
customers etc. 


Moral and ethical 
behaviour in general; 


social and human progress. A. business must supply economic, 
social and psychological satisfaction to live and prosper The mission 
of business is to supply such satisfactions with justice and fairness 
to all. Profits are no d>ubt essjirial to business just as food and 
water arc essenliil or human beings. A profitless business cannot 
serve society just as a person deprived of food and water cannot 
work. As Urwick has very aptly put it, “Profits can no more be the 
objective of a business thaa...eatmg is the objective of living/’ 1 
Ealing is not the main aim of life but a person without food will 
die. Similarly a business cannot survive if it aims solely at the 
enrichment of owners, but without profit also it cannot survive. 
Profits are thus an acceptable and essential objective of business. 
There is nothing bad or immoral about it. Profits become a question¬ 
able motive only when they are interpreted as ‘profiteering*. 
A business that aims at profiteering endangers its very survival. 


The Theory of Trusteeship 

The Upanishadic saying ‘Enjoy the wealth by renouncing it re¬ 
flects the theory of trusteeship. Gandhiji emphasized ihe use of this 
theory in business. He defined it in these words : “Those who own 
money or property should hold it in trust for the society/’ It 
implies that businessmen should consider themselves as trustees of 
the property and resources which they own and control The 
theory requires that wealth should invariably be earned by honest 
and fair means. It does not mean maximisation of profits through 
the exploitation of others but rather earning reasonable profits as the 
reward for serving society. They must create a just and equitable 

mt T crests J of investors, consumers, employees and 
the general public. Instead of enriching themselves at the cost 

of others, they should seek the ‘greatest good of the largest number 

1. L.F. Urwick : The Elements of Administration , p. 27 . 
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anus avsusvss ssfi s 

complete change of attitude towards the owne P rhe :.i s Q f .u e 
perty The principle of trusteeship is the panacea T^racv Ilk 
capitalistic society. Jt could usher m true industrial y . 

an ideal that can serve as the guide towards the carrymg out by 
businessmen of their social responsibilities. There are : ^ evc j 
several practical difficulties in the application of this P rin c»P*e. It 
requires a great deal of soul-searching and change ot neart. 
Sustained and sincere efforts are required to make 't a re n y. 
Absolute trusteeship is an abstraction. But if we strive for it we can 
hope to realize the basic aims of equality and justice. A beginning 
can be made by introducing the trusteeship concept in the inaian 
Companies Act. Checks and balances such as a board ot trustees, 
social audit. so:ial reporting, etc., can also be helpful in creating 
trusteeship in business. 
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UNIVERSITY QUESTIONS 


1. Differentiate between Trade, Commerce and Industry, explaining the 

main characteristics of each. (Delhi, 1973; Agra, 1969) 

2. What is a business ? How does it differ from profession and service ? 

3. Define business and discuss its essential characteristics. 

4. “Commerce is the sum total of all those activities which are engaged in 
the removal of hindrances of p:rson, place, time and exchange”. Explain. 

5. “A business organisation exists only because it serves". Do you agree? 

6. “Profit can no mere be the objective of business . .. than eating is the 

objective of livirg”. In the Js'g'it of this statemer t, explain the objectives of busi¬ 
ness. (Nagpur, 1963; Delhi, 1977) 

7. Discuss the principle of trusteeship in business. What arc the difficul¬ 
ties in the application of this principle in practice ? 


i 
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Discu 8 ss ^“-^tSSSI 

^^usssss^tssssvss^s. 

. .. a 


,g v/i ihu* «vv* 

tomcr". Discuss »»••» —-- - (Delhi, 1980) 

in, "io ‘ Business exis,s «o create and de.iver value satisfaction a^profir. 

Critically examine this sutemen social objcctivcs of Business. 

11. Write a critical note on the econom (Delhi, 19?8) 


2 

Business System 



In recent years, the ‘Systems Approach to the study_of business 
organisation and management has received increasing «tentu>n. “* 
systems approach stresses the dynamic character of btismess enterprise 
and views the business firm as a living organism. IfeeMates a 
quick appreciation of the complicated interlocking of the net-work 
of institutions providing goods and services to the society. Looking 
at a business enterprise as a set of several mter-related andl inter 
dependent parts enables us to appreciate fully the working of com¬ 
merce and industry. Without a ‘systems viewpoint we may become 
too involved in the details of the small parts and may miss the larger 
picture. The systems approach also directs our attention to the 
inter-relationship between business and its environment. In this way, 
a systematic approach towards business helps the management in the 
optimum utilisation of the resources of men, money, machinery and 
materials. 

MEANING OF SYSTEMS AND SUB SYSTEMS 


A system is an organised set of inter-connected parts designed 
to achieve specific objectives. In its simplest form, a system is com¬ 
posed of several comoocents which are inter-twined in a manner that 
forms a complex and unified whole. It is a unit composed of several 
small sub-units. For instance, an automobile is a system consisting 
of numerous parts arranged systematically to produce a unified whole 
v/-., an automobile as a means of speedy and convenient trans¬ 


port. 

The parts forming a system are known as ‘sub-systems*. These 
sub-systems have been divided 1 into three categories, namely (1) 
Inputs, (ii) Processes and (iii) Outputs. Inputs refer to those sub¬ 
systems which result in something being brought into a system from 
outside, e.g information, materials, energy, etc. Processes are the 
activities involving conversion ot inputs into outputs. Outputs, refer 
to the end results which the system brings into the environment In- 

1. A.K. Rice : Systems of Organisations , 1967. J Jrjp 

.... hit A itt . MJ r\ ll 
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, . olltDUt S ub-systems involve inter-action between a system and 

pul an? s “Pjfg p roce sses take place witHn the system itself. 

The vSf subsy«ems operate under the influence of environment 
Thf,h is known as the ‘Supra System’. The working of a system is 
Jontro led through the 'feedback-. A system may thus said to be 
° of an interaction between inputs, processes outputs and 

feedback in a particular environment. The various sub systems are 
feeaoacic n a y . . ves But they arc so interdependent and 

Sfrwiig that they form a unitary whole. The working of a system 
has been showa in figure 2.1. Skills, knowledge, resources, organi- 
Stion and environment are the basic requ,remen, s of a system. With- 
out these factors an in>titution is a meaningless empty shell. 


A System and its Sub-Systems 



Fig. 2.1 

There are several examples of systems and sub-systems. In 
fact “we are entirely surrounded by, live within and ourselves are 
systems’*. 1 Our society itself is a system consisting of various sub¬ 
systems such as the Government, the business enterprises, various 
social, political and cultural institutions, etc. Perhaps the best exam¬ 
ple of a system is the human body which consists of the sub-systems 
of bones, muscles, veins, etc. The proper functioning of this system 
is dependent upon the well-being and mutual cooperation of these 
sub-systems which are so inter-linked that one put influences and is 
influenced by all other parts. The system of human body secures 
from the environment the inputs of food, ciothing, shelter, etc. aod 
supplies goods and services to the environment. Human behaviour is 


I. I H. Times : The Production Function in Business, p. 101. 
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a product of environment which in turn is influenced by the behavi¬ 
our of the people in a society. The most fundamental feature or 
every system is thus the interaction between the various components 
of the system, on the one hand, and mutual interaction between the 
system and its environment on the other hand. 

BUSINESS AS A SYSTEM 

As stated earlier, business is one of the important sub-system* 
which constitute society. There is a close interaction between busi¬ 
ness and its environment. Business gets the inputs of labour, 
capital, land, etc. from the society and converts these inputs into 
goods through the processes and services of production and distribu¬ 
tion. The ouiput is then supplied to the society. However, business 
is in itself a system consisting of various organisations, institutions 
and activities which are concerned with the production and distribu¬ 
tion of goods and services. Business is a system created to satisfy 
society’s needs and wants. According to Wheeler, 4, the business sys¬ 
tem is a combination of all resources, organisations and institutions 
which are directly or indirectly related to the production of goods 
and services for the satisfaction of human needs.’* 1 The structure of 
business system is made up of business firms, their resources and 
their operations. The business firm constitutes the heart of the 
business system as other parts of the business system revolve around 
the business firm. Every business firm is in itself a complex system 
consisting of production department, sales department, employees 
section, etc. The business firm is a small system in comparison with 
an industry which consists of all firms producing similar goods or 
services. The business firm operate under the influence of various 
environmental factors such as competition, suppliers, consumers, 
workers, government, etc. 

The business system consists broadly of following sub-systems, 
namely (i) Finance system, (ii) Personnel system, (iii) Production system 
(iv) Marketing system, (v) Transport system, (vi) Insurance system, 
(vii) Communication system, (viii) Advertising and Publicity system, 
(ix) Research and Development system, (x) Managerial system, etc. 
These sub-systems are so interlocked that their effective coordina¬ 
tion is essential for the proper functioning of the business system. As 
a system, business thus comprises of several interlocking sub-systems 
such as industry and commerce. Each industry is comprised of 
many sub-systems such as manufacturing, trading, consultancy firms, 
etc. Each firm in turn consists of many sub-systems such as pro¬ 
duction, marketing, management, etc. The managerial sub-system is 
one of the most important of these sub-systems. It attempts ta 
coordinate and integrate the activities of other sub-systems so that 
they are compatible with one another and with the environment. 
Every one of these sub-systems has its own sub-systems. For instance, 
the marketing system consists of product, price, promotion and 
physical distribution. The main components of the business system 

1. B.O. Wheeler : Business—An Introductory Analysis, p. 29. 
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are shown in figure 2.2 given below.- 

sa&r swat 

and mutual effects b™" E mtfm as it is created by human 

an Spen system which absorbs different 

Sources and pressures from its environment. 


Components of Business System 



The working of a business system involves the transformation 
or conversion of inputs into outputs to achieve specific plans. 1 he 

inputs (human and capital resources) are used to provide goods ara 

services, employment, taxes, etc. under the influence ot various eco¬ 
nomical, political, legal, religions and cultural factors so as to achieve 
the objectives of survival and growth. The functioning of a business 
enterprise as a system has been shown in figure 2.3. 


1. Based upon B.O. Wheeler : op. cit., p. 32. 
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Operating Process of Business System 


INPUTS (Resources) 


BUSINESS SYSTEM 
PROCESSES (Activities) 


OUTPUTS (Results) 


HUMAN 

(a) Managerial 
Functions 

(b) Non- 
Managerial 
Functions 

NON-HUMAN 

(a) Money 

(b) Materials 

(c) Machinery 
and 

Equipment 



1 Creating the 
Product 
2. Financing 
Operations- 
3 Providing 

Human Resources 

4. Marketing 
the Product 

5. Processing 
Information 


V Goods .and Services 
to Customers 

2. Compensation to 
Owners. Managers 
and Workers 

3. Meeting Society's 
Expectations 


If results are 
unacceptable, modify 
resources e g better 
management,machinery. 

etc. 


If performance is not 
acceptable* modify and 
alter activities e.g. 
higher quality production, 
better marketing.etc. 


Feedback 


Fig. 23 

Operating Process of Business System (Based on Hicks & Gullet: 
Modern Business Management, p. 17). 

CHARACTERISTICS OF BUSINESS SYSTEM 

On the basis of the above description, the essential features of 
business system may be stated as under : 

(1) Business is a complex system : Business appears to have a 
well-defined structure with its parts arranged and combined in 
an orderly manner. However, the system is so complex that it is 
difficult to visualise all its components in minute details. Like other 
systems, business system has an institutional framework and can, 
therefore, be described by listing and relating different institutions 
that comprise it. 

(2) Business is on open and adoptive system : The business system 
is neither simple in design nor static in nature, rather it is diverse 
and dynamic. There is great diversity not only in the range of 
goods and services provided but also in the size, ownership, invest¬ 
ment, location, organisation, management, etc. The structure and 
components of the business system aie constantly changing due to 
changes in the environment of business. As an open-adaptive system, 
a business enterprise adapts itself to changes in its environment. 

(3) Business is an interfacing system : The various components 
of the business system are highly inter-acting and inter-dependent. 
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p^onle working in a business firm interact with one another due to 
P Wh husiness is known as a ‘psycho-social system . Various parts 
of 2 business system have become more and more inter-dependent 
on account of increasing specialisation. 

R^iness is part of the Socio-economic system : Business 
t * ^ f part and parcel of the wider system called society. Busi- 
system i P en vironment and the environment in turn interacts 

upon a business. The social system consists of several political, legal 
and other sub-systems besides business. 

(5) Business is a creative system : Business system converts 
n>-n,irces into goods and services. It also creates employment and 
it ’there for"! a 8 const r uct i ve system. The results of the bus,ness 
system are more than the sum of its parts. 

(6 ) Business is goal oriented : Like any other system, business 
svstem is directed towards the achievement of specific objectives i.g., 
suoDlv of goods and services to consumers, providing compensation 
to owners and employees, meeting society s expectations, etc. 

(7) Business system has a control mechanism : Business system 

works through feedback evaluation and adapta.ion. A business firm 

adjusts and adapts its operations to the changing needs of its environ¬ 
ment For this purpose it obtain feedback or inlormation on its 
results and performance on a continuing basis. 

BUSINESS AND ITS ENVIRONMENT 


Every business firm operates in an environment which consists 
of various factors and institutions that are external to the firm and 
over which an individual firm has no control. The environment of 
business may broadly be classified into two categories—(i) Economic 
and (ii) Non-economic. 


Economic Environment 

Economic environment is made up of economic policies and 
economic institutions Economic policies comprise fiscal policy, 
monetary policy, industrial policy, wages-income*prices policy, etc. 
Banks, insurance companies, investment trusts, transportation firms, 
warehouses, etc. are important economic institutions. The economic 
environment of a country is created by the basic economic system 
which may be capitalism, communism or socialism. The national 
economy functions through the interaction of different sectors e.g., 
agriculture, industry, trade, professions, services, etc. The Govern¬ 
ment influences and regulates the economic environment of the 
country. 


Non-economic Environment 


Non-economic environment is the sum total of political, legal, 
sociological, physical, natural and educational factors. The State, the 
judiciary, the legislature, the caste structure, the educational system. 



26 


BUSINESS ORGANISATION AND MANAGEMENT 


the population, eic. are some of the important constituents of non- 
economic environment. 

There is a continuous interaciion between economic; ancI non- 
economic environment. The Non-ceonomtc enviro 

the framework within which economic lns ‘'“ h, reflS of the 
economic life of people in a country is largely the re ^ ct oll °' . 
Statr policies social customs and attitudes, geographical situation, 
hLtoT^rof that country. Similarly, economic environment 

exercises a strong influence on the social, political and educauona 

conditions in a country. 

A similar interaction prevails between business and its environ- 
. The s ; zc ant i structure of firms, the nature of business organ 
!““*• , he techniQUM Of business operations, the philosophy of 



Fig- 2.4 

influenced by business. This inter-relationship between business 

and its environment can be fully explained with the help of systems 

approach to the study of business organisation and management. 
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.y.«» s*. essssxss 'f£ 

known as environment. : n m eetin° the challenge posed by its 

«"**»“ of,,, « .o utilise^ fruitfully 

environment The_chaii g environme ntal constraints and business- 
£ to*transform the*constraints into s.imulants and opportunity for 
growth. 

business and economic systems 

The business system operates within the broad framework of 
svstem It is a sub-system of the Socio-economic 
fiunra svsiem The economic system refers to the institutions set up- 
to utilise human and material resources for the satisfaction of human 
warns An institution is an aggregation of people and resources, 
dedicated to the accomplishment of some measures or goals. The 
nature of institutions and the type of economic system vary from one 
country to another. The basic economic systems prevailing in the 
world may broadly be classified into three categories : 

1. Capitalism, 

2. Communism, and 

3. Mixed Economy or Socialism. 


CAPITALISM 

Capitalism is an economic system wherein capital is owned and 
controlled by individuals and private institutions wnh the objective ot 
earning profit. The basic feature of capitalism is the right of people 
to own and use private property. This right motivates people to 
work hard and save money to build private capital. The right to 
private property is guaranteed by the constitution of the country 
which has adopted capitalism as its economic system. 

The second fundamental feature of capitalism is free enterprise. 
The Government interference in the economic lile of people is mini¬ 
mum Individuals ate free to determine the type of goods and 
services to be manufactured and consumed and the allocation of 
resources. This freedom of choice encourages initiative and action. 
The freedom is, however, not unlimited but has to be exercised within 
the broad legal and political framework of the country. The third 
feature of capitalism is competition. The freedom of choice generates 
competition among producers, consumers and workers to secure 
maximum possible share of the market and among consumers to 
obtain goods and services of their choice. Competition also exists 
among workers to secure jobs and among business firms to obtain* 
required capital and other resources. This competition among indivi¬ 
duals and institutions stimulates efficiency in the production and 
distribution of goods and services. 

Th t fourth feature of capitalism is the profit-mot ive. People in 
a capitalistic society assume risks and invest their capital under th& 
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in centive of private gain to build private capital and wealth. Profit 
motive is thus the lubricant of the wheels of economic activity under 
capitalism. The United States of America and the Great Britain 
are the two dominant examples of Capitalism in the world. 


V; : ' COMMUNISM 

Communisfl^is^the economic system under which the means of 
production are owned and controlled by the State. Individuals and 
institutions have no risht of private property and there is no freedom 
of choice or action. Tne Government owns the economic resources 
of the nation and decides what is to b: produced, how much and lor 
whom ? Individuals work as employees of the State not for private 
gain but for the good of the society as a whole. Communism is 
founded on the principle of “from each according to his ability to 
•each according to his need.” Under capitalism there is no guarantee 
that each individual will share equally in the benefits arising out of 
the working of the economy. Free competition and profit motive 
may result in the exploitation of many at the hands of a few. . Com¬ 
munism seeks to avoid exploitation of man by man by abolishing the 
insiitution of private property. Collective ownership of the means of 
production is designed to secure an equitable distribution of income 
and wealth amang the member* of the puolic. Russia and China are 
considered to be the best examples of Communism in the world. 
However, Communism in its pure form ha* yet to be set up. Russia 
and China have succeeded in curbing private monopolies and free 
enterprise. But this has led to State monopoly and the emergence 
of the elite class. 


A/ SOCIALISM 

Socialism or mixed economy is a combination of State owner¬ 
ship and control of business and private enterprise. In a mixed 
economy, the State has exclusive ownership and control over the key 
sectors of the economy. In the reraainina sectors, private enterprise 
is free to operate subject to broad controls. Indi i is supposed to be 
the best example of a mixed economy. In India, key and basic 
industries e.g , arms & ammunition, railways, atomic energy, etc. are 
the exclusive monopoly of the State. In other industries, public sector 
and private sector operate side by side. People have the right to 
own private property and also the freedom of choice of action. But 
they are required to exercise their right and freedom within the 
broad framework laid down by the Five Year Plans and the Industrial 
Policy of the couniry. Thus mixed economy attempts to combine 
the best of both Capitalism and Communism to achieve a socialistic 
pattern of society. 
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UNIVERSITY QUESTIONS 

1. What do you understand by the terms‘system'and'sub-system'? How 
does a system operate ? 

2. Define ‘Business System* and discuss its main components., 

3. Describe the features of‘Business System'. Explain the functioning of 
‘Business System*. 

4. Discuss the process of interaction between Business and its environment. 
What is the significance of‘Business System'? 

5. Give the design of ‘Business System'. Illustrate the interaction between 
the various sub-systems of business. 

6. “Business firms are the heart of the business system". Explain. 

7. Write a short note on bus ness system as a part of economic system. 

(Delhi, 1980) 
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Social Responsibilities of Business 


Social Responsibility is relatively a new concept in business. 
Traditionally, the goal of business organisation has been to maximise 
profits by providing goods and services to the public. But today 
profit-maximisation is considered as the main objective by fewer and 
fewer businessmen. There is increasing recognition of responsibility 
to the society which provides resources to a business organisation. A 
businessman today recognises that his enterprise is not his personal 
kingdom but depends for success and survival on the goodwill ot 
consumers, employees, government and public. He is e< * 

work not only for the interests of those who provide capital and 
undertake risks but also to act as the guardian of all those who have 
a stake in business. Business is not only an economic institution but 
also a social institution. It does not work in isolation but as a 
creature of its environment. Business is a creation of society and it 
exists to satisfy the needs of the society. By its operations, a business 
enterprise affects the economic and social life ot pcop.e and should, 
therefore, be responsible to them. There has thus been a revolu¬ 
tionary change in the attitudes of businessmen towards profits and 
society The classical viewpoint that self-interest is the best interest 
has been discarded to a large extent. It is being increasingly realised 
that a business enterprise can achieve the narrow goal of profits for 
owners only to the extent it provides an economic service to society. 
Today, businessmen are expected to discharge iheir social responsi¬ 
bilities on such a scale and in such diverse forms that go beyond the 
requirements of law. With the passage of time the social responsibili¬ 
ties of business have broadened considerably. Management no longer 
represents as it once did, merely the sing'c interest of owners. 
Today the executive head of every business is accountable not only 
to his share holders but to the emplaces, to his customers, to the 
State and to the public in general. 

The concept of social responsibility is the result of several 
changes in the economic, social and political environment of business. 
The forces that have compelled, persuaded and induced businessmen 
to accept responsibility to society may be outlined as under: 
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(,) Labour Movement : Increasing strength of trade unionsi has 
compelled businessmen to give employees their due share in industry 
The hu nan relations movement and labour legislation have also led 
to more responsible behaviour towards workers. 

an Consumer Consciousness : The consumer today is better in- 
and expects hieher standards of quality and service from 
Sess Businessmen can no longer adopt the attitude of ‘public 

be damned’. 

(Hi) Public Opinion : Increasing regulation and control of 
nrivate enterprise by the government has led to the recognition that 
responsible behaviour is essential for survival. Businessmen are more 
concerned about their public image and public relations has become 
an important function in business. 

(/v) The sclf-cnlightened businessmen are more aware of the 
impact of their activities on society. They have started thinking in 
terms of the various social evils that affect their organisations. They 
require satisfaction of their egoistic needs. They have come to realise 
that responsible behaviour is in their enlightened self-interest. 

(v) The concept of trusteeship emphasised by Mahatma Gandhi 
in India has gradually been spreading in society. 

(vi) The rise of a class of professional managers, the activities 
of social reformers and the work of philanthropists have also con¬ 
tributed towards the development of social responsibility. Corporate 
goals are being widened in view of new social values. 

Nature and Scope of Social Responsibility 


The concept of social responsibility is based on the fact that 
business is an organ of society and it has a decisive influence on the 
well-being of the public. The conc.-pt is not a mere slogan as busi¬ 
nessmen have important stake in the stability, viability and growth 
of the economy. Orderly functioning of free and democratic society 
under the rule of law is essential for the prosperity of any business 
organisation. In fact, the biggest challenge to a business manager 
today is to carefully evaluate the constantly changing attitudes and 
aspirations of society and to adjust his organisation to meet the 
demands of society. The unlimited life of a business concern depends 
upon the goodwill of the society. Therefore business must dedicate 
its resources to the benefit of society in order to insure present and 
future profits. The concept of social responsibility is not an 
abstraction but is a dynamic reality. Business and society cannot 
be separated. Each depends on the other for success and survival'. 

The concept of social responsibility is relative to the needs and 
aspirations of society so that its scope and implications arc constantly 
changing. Broadly speaking, social responsibility of business refers 
to the obligation of a businessman to consider the public interest 
while taking his decisions and actions. In the words of Bowen, 
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“social responsibility implies the obligations of tajineM^ to POTUJ# 
those policies, to make those decisions, or to follow those 1 f 

action which are desirable in terms of the objectives and a 
our society.” 1 

Society responsibility does not mean that business should be 
run as a charity but rather that both personal and public interests be 
considered in business operations Many people believe that the 
concept of social responsibility is against the profit motive. This is a 
misconception. In the short-run profits may be maximised by adopt¬ 
ing anti-social activities e.g. hoarding, etc. But in the long-run, a 
business firm can succeed only by serving society with sincerity. 
Long-run profits can be obtained by adopting the concept of social 
responsibility. Profit motive and social responsibility can thus be 
reconciled. It does not require that business actions and decisions 
should be taken exclusively for the public interest but that public 
interest should be a factor in the decision-making process in business. 
Businessmen act responsibly when they think beyond their personal 
interests and consider the social consequences of their activities. I he 
essence of social responsibility is this concern for the impact ol one s 
actions and decisions on the interests of others. According to ICoontz 
and O' Donnel “Social responsibility is the personal obligation ot 
evcrvone as he acts in his own interests, to assure that the rights and 
legitimate intersets of all others are not impigued”. Social responsibi¬ 
lity requires the businessmen “to consider whether their action is 
likely to prompte the public good, to advance the basic beiieis ot our 
society, to .contribute to its stability, strength and harmony. 
Manai»cment^o lonacr represent as it once did, merely the interest 
of ownership. Today the executive head of business firm is expected 
to be accountable to employees, customers and the public also. 
Social responsibilities of business, therefore, means responsibility 
to customers, workers, shareholders and the community. 


It is very difficult to exactly define the limits of social respon¬ 
sibility of business. In general, business owes responsibility to all 
those who have a stake in it and who arc affected by it. More speci¬ 
fically, the responsibility of bu>iness to different groups may be out¬ 
lined as under : 


(0 To Self , Shareholders and Creditors : The first and foremost 
responsibility of business is to itself, i. e , to operate at profits essential 
for survival and growth. Every business firm owes a respons bi'ity 
to miintain its dignity and progress and to maintain healthy 
competition in the industry. A losing concern cannot serve society 
asjit would distribute unemployment, poverty and scarcity. The 
investors are entitled to a fa«r and regular return on their investment 
for the risks they are hearing. As the trustee, the management 
must ensure security and prosperity of their investment through the 
profitability and continuous growth of the enterprise. Due represen- 

1. Howard R. Bowen: Social Responsibilities of Businessmen, 1953 , p. 169. 

2. Peier F. Drucker : The Practice of Management, p. 382. 
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tatinn should be given to minority shareholders. It must also keep 
them fully informed of the working of the organisation andIshou.d 
nrovlde them reasonable opportunity for participation in the admin,st- 
nf the concern. Every business has an obligation to pay interest 
Zd the ?Sl amount to its debenture holders and other 

creditors in time. 

/.•;) jo Employees : The second group to which a business 
enterorise has reponsibility consists of those working in the emer- 

mise P Business is responsible to pay fair compensation to employees 
for their contribution, to provide regular employment under fair 
working and living conditions, to provide opportunities for personal 
advancement, to create an organisational structure conducive to crea¬ 
tive and constructive work. Workers contribute their life to the 
firm and should, therefore, be considered as partners or colleagues 
in business rather than*servants. A businessman should develop a 
sense of belonging among his employees. This is possible when he 
makes proper arrangements for their security and welfare. Business 
should develop the spirit of social service among its employees. No 
business can flourish without proper utilisation of human resources. 
A contented and dedicated working force is possible only when 
workers are provided a dignified existence in and outside the work 
place. Businessmen should elicit responsible cooperation from the 
working class in improving productivity by giving them due share in 
the management and prosperity of the industry. 


(///) To Consumers : Customer is the foundation of business 
and keeps it in existence. The customer is the King of the market, 
heuce a businessman should always try to keep him satisfied. He 
must be supplied with a quality product or service at fair prices, 
regularly and under competitive conditions. Due to the seller’s 
market, consumer has been the most neglected group in India. He 
faces a continuous increase in prices with no guarantee of quality 
and service. Business must not only avoid unfair practices like 
hoarding cornering and blackmarketing but should also be honest 
in its advertising and publicity. Business must establish brands 
and trade marks to help the customer. Businessmen should 
not try to exploit consumers through combinations and 
monopoly. Consumers’ Advisory Councils should be formed to 
give due representation to customers and to enable them to present 
their'complaints and suggestions. Service and courtesy to customers is 
in the enlightened self-interest of business. Constumer has become 
choosy and business enterprise must think in terms of innovation of 
4 £oductive techniques to reduce cost. Technical and marketing re¬ 
search should be done to improve existing products and to develop 
new and useful products. In this way business can fulfil its obliga¬ 
tion to help the customers in raising their standard of living. 


OV) To Government : Business owes an obligation not only in 
paying taxes honestly and abiding by the spirit of law but also to^ 
help the state in tackling various problems like unemployment, illite- 
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racy, casteism, racism, pollution and poverty. Business should 
operate in consistency with the nation’s goals of planned development, 
balanc:d reg on.il gro.vth and a socialistic pattern of society. Private 
enterprise should not consider the public sector as a threat to its 
existence but should fully cooperate in the working of a mixed eco- 
nomy. It should work for an economic and sociai order free from 
exploitation and injustice. It is 'he duty of businessmen not to 
undermine democratic institutions and not to corrupt public servants 
for selfish ends. Business should strengthen freedom of press. At 
the same lime the government should adopt pragmatic poiicies with¬ 
out making businessmen scape-goats for everything that went wrong 
with the economy. 

(v) To Fellow Businessmen : Every business enterprise has an 
obligation to its competitors, suppliers and others of avoiding unfair 
trade practices. It must help in the growth of new entrepreneurs 
and small businessmen. A business has the obligation to pay 
reasonable price to i;s suppliers, to give equal opportunity to all 
suppliers, to keep them informed of future developments and to give 
an opportunity for innovation, improvement and not to exploit small 
suppliers and weak compelitors. 

(vi) To the Community : Business is expected today to act not 
only as an instrument of technological progress but also of social 
change. As a good citizen, business should not undermine the beliefs, 
the values and the cohesion of the society. It must coniribute rather 
to the stability, strength and harmony of the community. Business 
is directly responsible for meeting various social problems like 
over-crowding, slums and pollution created by it. Businessmen can 
maintain social cohesion bv avoiding display of weal'h and ostenta¬ 
tious living. They must mike best possible use of the resources 
entrusted to them. They have the ability and the resources to 
provide leadership in various schemes of conmunity development 
and social reforms. It is the duty of every business firm to avoid 
pollution of all types to provide employment to local peop'e; to help 
in the education, health, housing and other social amenities and to 
help weaker sections of society. On the international level, business 
is responsible for preserving cooperation and peace among nations, 
to exchange knowledge and techniques and to be honest in exports 
and imports. Management has a positive duty to work for peaceful 
re’ations and understanding among people and to restore faith of 
man in man in all walks of life. 

The ultimate social responsibility of a businessman is “to con¬ 
duct the artdirs or the enterprise in such a way as to maintain an 
equitable and workable balance among the claims of the various 
direc ly interested groups—the stockholders, employees, customers, 
the government and the public at large.” 1 It implies that profit- 
motive is not the sole pre-requisite for survival and it must be supple- 

]. Frank W. Abrams : 'Management's Responsibilities in Complex World' in 
Harvard Business Review, April-May 1957, pp. 29-30. 
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mented by responsibility to society. 

The responsibilities of busiuss; to various groups have been 
chown in Fig 3.1. The chart indicstes that business is under cons¬ 
tant messure from several groups. Owners are the suppliers of finance, 
^?nlove-s provide the human power, custom:rs provide the revenue, 
and he Government provides a congenial environment for business 
nnerations The public is the general community while others in¬ 
clude suppliers, competitors and other businessmen. Various special 



Fig. 3.1 

interest groups such as Scheduled Castes and Scheduled Tribes? 
Minorities, prohibitionists. Pressmen, etc. are also included in others 
category. The interests of different groups, are at times conflicting 
in nature. A businessman must act with shrewed business sense to 
reconcile them. However, it must be made clear that the concept of 
social responsibility is reciprocal. Every one of the groups to which 
business owes a responsibility has a corresponding responsibility to 
business. Business can not be held responsible unless shareholders, 
creditors, employees, consumers. Government and others provide 
necessary cooperation and create an environment conducive to the 
assumption of social responsibilities. The doctrine of social respon* 
sibility also assumes that business has the required power and 
authority to discharge its responsibilities. Therefore, businessmen 
should be held responsible only in those areas and to the extent that 
they have the power to influence others. In other words, social 
responsibility and social powers of business should be balanced with 
each other. Generally larger the firm, greater is its influence on 
society and higher are its social responsibilities. It should not be 
forgotten that business is primarily an eoonomic institution. As 
such, private busiaess can not be expected to as ume responsibilities 
on a scale which would jeopardize its survival. It can undertake 
only those tasks which arc in its long term interests and which it can 
stticiently maiage. 
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SOCIAL RESPONSIBILITY IN INDIA 

The Indian businessman today stands at crossroads. Inspite of 
his contribution to the development of the country, he is being 
increasingly criticised and has an uncertain status in society. This is 
because most of the businessmen in India have failed to live upto 
the expect i'ions of the society. Unfair practices like hoarding, 
blackmarkcting and price-rigging have been quiie common. There 
has not b.cn an equitable division of the surplus generated by 
business. Too many businessmen reject the need for self discipline and 
consider public regulations as unwarranted. There has been little 
voluntary involvement in the eradication of poverty, unemployment 
and other problems faced by the Indian society. 

Indian business can no longer afford to be indifferent to society 
in view of our national goals of socialism, democracy and justice. 
It can improve its image and ensure its survival only by living upto 
the justified expectations of the public. The tarnished image of 
private sector in India can be improved only if it discharges its social 
responsibilities honestly and as a matter of moral duty without 
being compelled to do so at every stage by the government. How¬ 
ever, the Government must not try to pass on its own responsibilities 
to private sector in the name of social responsibilities. People in 
India are largely indifferent to the problems and difficulties of big 
business because the businessmen have shown little genuine concern 
tor them. More particularly private business should meet its obliga¬ 
tions in the following areas : 

(/) The national policy of Indianisation of ownership and 
management of business enterprises. 

00 Replacement of family management by professional execu¬ 
tives. Indian business is criticised as caste-ridden and 
family controlled. Family loyalties are allowed to thwart 
the growth of ability and independent thinking. 

WO Import-substitution and export-promotion to achieve self- 
reliance. Development of indigenous technology and 
know-how through continuous research and development 
is necessary. Economic patriotism is the only way to 
economic emancipation. 

00 Maximisation of production and productivity through, 
industrial harmony and peace. 

(v) Regular and increasing employment through growth and 
expansion. Eradication of illiteracy, malnutrition, starva¬ 
tion, famine, floods and poverty. 

(vi) Growth of small scale and cottage industries. 

(v/7) Promotion of satienal integration. Due regard should be 
paid to the sentiments of local population *hile a project 
is burg located, subject t# overall national interests. 
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(viii) Improvement of civic life with the cooperation of local 
' authorities. Civic amenities get taxed by the setting up of 
a large business unit. A businessman should see that he 
does not make the life of persons difficult by setting up a 
unit. 

(ix) Bridging the gap in regional disparities in the economic 
development of the country. Business has a stake in the 
various plans of national development. 

(x) Pursuing policies that are conducive to the growth of the 
economy according to plan priorities. To see that the 
community is not exploited through monopoly operations. 

(xi) To eschew tax-evasion, black-marketing, corporate bribery, 
adulteration and such other illegal and unethical practices. 

Very little work has been done in India to promote the con** 
cept of social responsibility. Some enlightened businessmen have 
set up a Fair Trade Practices Association to check unfair and anti¬ 
social practices among businessmen. The Association has, however, 
made little impact on the business community in general. Somo 
business houses have made significant contributions to education, 
health, religion and other schemes of community welfare. In recent 
years a few business concerns have adopted certain backward villages 
in order to develop them as model villages. If every big business 
corporation adopts one village, rural India can be transformed into a 
happy and healthy society. An International Seminar on the subject 
of Social Responsibilities of Business was held at the India Interna¬ 
tional Centre, New Delhi in March, 1965. The Seminar defined 
broadly the concept of social responsibility and outlined its 
implications. 1 Another Seminar was held at Calcutta in March, 
1966 to identify ways and means of implementing the declaration 
adopted at the previous Seminar. The Calcutta Seminar pointed out 
various obstacles in the way of social responsibilities in the country 
and spelled out the norms for businessmen 2 Since then no formal 
efforts have been made in this direction. Both business leaders and 
politicians from time to time harp on the issue with little results. A 
National Committee on Social Responsibilities of Business has been 
set up under the chairmanship of Shri M.C. Bhandari. Let us hopo 
the Committee achieves something worthwhile in this respect. 

Suggested Measures 


The problem of social responsibility is so complex that no 
single measure can be sufficient, especially in a mixed and democratic 
country like India. The discharge of social responsibilities requires 
identification of business priorities, b thneing or profit motive with 
public interest, financing and administration of social p ogrammes 


1. See India International Centre : Social Rt'ponsihilities of Business !96t 
2 ■ -a ^B D H r V^V]^fhing^o l mpa^o'', ^ N ^ ew , Delhi! 3 ' »'«*. Oxfo :d 
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etc. Reconciliation of profit motive and social responsibilities 
requires that the enterprise be so managed that the public good be¬ 
comes the enterprise’s own self-interest. This is possible when the 
‘profits through service’ is adopted as the philosophy ot management. 
For the businessman it is not a choice but a challenge to convert 
public demands into opportunities for growth. No single corporation, 
however large or efficient, can do more than make a dent on social 
problems and organised action is necessary. An all-round mecha¬ 
nism consisting of both legislative and administrative measures is 
necessary to ensure social accountability of business. Such a mecha¬ 
nism may consist of: 

Legislative Measures : There is need to revise the Company 
Jaw so as to make the board of directors accountable to society. 
A company may be required to add to its objects clause in the 
Memorandum of Association its obligations towards various social 
groups, and to provide for the representation of these groups in the 
annual general meeting. In U K. the reformed Company Law now 
provides for a limit on profits where it infringes on the society at 
large. The new company law also makes it obligatory for a company 
to disclose in detail,the health and safety of workers, the number of 
complaints received and the state of industrial relations. Heavy 
penalties have been prescribed for ‘insiders’ who use privileged infor¬ 
mation to make big profits. In India, the Sachar Committee has 
suggested in its report that a provison should be made in the Com¬ 
panies Act. 1956 requiring adequate disclosure in the form of a 
social report. The Committee also recommended a statutory ban on 
political donations by business houses. Both the payer and the reci¬ 
pient of such donations should be liable to criminal action. The Com¬ 
mittee has not specified the areas for social audit and social reporting. 
The Social Report can mention the following : 

(a) Amount spent on rural development programmes and units 
set up in rural areas; 

(b) Employment provided to Scheduled Castes and Scheduled 
Tribes, handicapped persons, minority groups and other 
weeker sections of society; 

(c) Amount spent on population control measures; 

(d) Contributions to national relief funds to be used in times 
of natural calamity; 

(e) Amount spent on community welfare, sanitation, hospital 
facilities, provision for drinking water, adult education, 
recreational facilities, etc.; 

(f) Installation of devices for safeguarding the air and water 
from the ill effects of industrial waste and smoke; 

(g) Afforstation, Parks, research and other measures to combat 
pollution of environment; 

(h) Expenditure on cost-reduction and product-improvement 
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measures; . 

HI Amount spent on the training and development of techni- 
’ cal and skilled personnel; and 

(j) Contribution to import-substitution and export-promotion. 

The trusteeship concept must be incopor.ned in the Compinies 
a - that workers, customers and the comn.un.ly set a voice in the 
^inUaCion of big busin.ss, not as a matter of grace, but as of 

ngh A strong community movement is required to make business 
accept its r°le as a social organisation instead of be.ng only a 
money-making machine. 

? Other Measures : Law alone cannot ensure accountability 
of business to society. Though a little legislative control ts ne. e- 
t strengthen self-regulation, social responsi sility can best be 
assumed in a 8 free and competitive atmosphere. The most elective 
and the ultimate measure is the development of a social conscience. 
This requires commitment and dedica.i-n on the pert of bimness- 
' Social responsibility should become, along with the proht 
motive the basic philosophy of doing bu-iness and a part ot every¬ 
day business behaviour. Reconciliation of the profit-motive and 
social responsibility requires that business be so operated as »o make 
the public interest become the enterprises own self-interest. For 
businessmen, it is not a choice between profits and social responsi¬ 
bility but a challenge to make the one serve the other, to convert 
public demands into business opportunities. Business community 
should conduct itself in a disciplined way to maintain its fair name 
and image. Trade and industry must pull up erring businessmen 
lf*ct rheir activities tarnish the image of the business community as a 

whole. 


Social checks and balances can help in the development of a 
corporate conscience. Various measures like social reporting, 
social audit, growth of professional managemcn', local meciing of 
various interested groups, social welfare association, etc. can be 
adopted for this purpose. Community councils consisting of 
eminent public men, consumer associations, shareholders' associa¬ 
tions, public opinion groups etc. can exercise an effective check on 
erring business leaders. Controls are not an answer to shor'ages 
and rising prices as they result in corruption. The best course 
available to businessmen is to ensure equitable distribution of goods 
in short supply at reasonable prices. 


In the end, social responsibility can become a reality only when 
a revolutionary change occurs in the attitudes and nature of the 
business community. A great deal of soul-searching and self- 
restraint is required. There is need for an ideology or philosophy 
that will make business an instrument for the well-being of mankind 
in general rather than a means of enriching a few individuals or 
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families. What is required is an organisation culture reflecting 
social concern and social purpose. In this onerous task not only 
businessmen but all sections of society have a responsibility and a 
stake. 


MAIN REFERENCES 

H.R Bowen : Social Responsibilities of Businessmen. 

India International Centre : Social Responsibilities of Business. 

Peter F. Drucker : The Practice of Management. 

■George A. Steiner : Business and Society. 

Richards and Niclander : Readings in Management. 

F.D. Sturdivant : Business and Society—A Managerial Approach. 

R.B. Upadhya : Social Responsibility of Business and Trusteeship Theory of 
MaJtatma Gandhi. 


UNIVERSITY QUESTIONS 


1. What do you understand by Social Responsibilities of Business ? Out¬ 
line these responsibilities. (Calcutta, 1963) 

2. How can you reconcile the profit-motive with the concept of Social 
Responsibilities of Business ? 

3. “The business of business is to do business and thus secure social and 
economic ends." Discuss. 

4. Account for the increasing emphasis on Social Responsibilities of 
Business in recent years. 

5. “The principal objective of management should be to secure the 
maximum profits for the employers combined with maximum profits of each 
employee.*' Explain. 

6. The Chairman of Fine Textiles Corporation faces a serious dilemma. 
His employees are demanding an average wage increase of 10% over present 
wages. Since profits arc expected to be very small even at present cost levels, 
the management would not accept another increase in costs unless prices are 
raised. Consumer groups, however, are pressing the firm to keep their prices 
at current levels. The Chairman wonders what to do in such circumstances. 

him. What do you think should be the most socially responsible decision 

here 7 

7. “Business exists to create and deliver value satisfaction at a profit.* 

Examine critically. (Delhi, 1978) 

8. “In addition to the personal benefit in a business, a businessman has 
certain social responsibilities'*. What are they ? Explain. (Rajasthan, 1974) 


Part II 

Organising a Business 

1. Promotion and Incorporation 

2. Plant Location 

3. Proprietorship and Partnership 

4. Companies and Cooperatives 

5. Choice of the Form of Ownership 
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Promotion and Incorporation 

(SETTING UP A NEW BUSINESS) 



A Joint Stock Company is set up through a series of processes 
involving legal and procedural steps. These processes may broadly 
be divided into the following categories : 


1. Promotion, 

2. Incorporation or Registration, 

3. Financing, and 

4. Commencement of Business. 

Each one of these processes is described below : 

PROMOTION 

Promotion refers to those activities which are undertaken to 
bring a business enterprise into existence. It is the process ot ex¬ 
ploration, investigation, planning and organisation of necessary resour¬ 
ces with the objective of setting up a business. In the words of 
Gerstenberg “promotion is the discovery of busmen opportunities, 
and the subsequent organisation of funds, properties and managerial 
ability into a business concern for the purpose of making profits 
therefrom”. 1 Promotion involves, in other words, the conception of 
an idea, investigation and verification of its viability, planning the 
scheme of organisation, bringing together the required resources and 
floating the enterprise as a going concern. “Promotion starts with 
the conception of the idea which the business is to evolve and conti¬ 
nues down to the point at which the business is fully ready to begin 
operations as a going concern.” 2 Fromolion is thus the function of 
entrepreneurship. It is a group of preliminary steps through which 
a business is formed. The main objective of promotion is to make 
profitable use of the nation’s natural and human resources and 
various inventions or discoveries. 

1. C.W. Gerstenberg : Financia' Organisation and Management of Business, p. 2. 

2. Guthmann and Dougall: Corporate Financial Policy. 
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The persons who perform the function of promotion are known 
as Promoters. Promoters are the entrepreneurs who forscc prospects 
of gain through a particular line of business and take active steps to 
set up a joint stock company as a business firm. A promoter decides 
to form a company with a given object, assembles capital and other 
resources and takes the necessary steps to set up a going concern. 
According to Sir Francis Palmer ‘promoter means a person who 
originates the scheme for the promotion of a company, has the 
memorandum and articles prepared, executed and registered and finds 
the first directors, settles the terms of preliminary contracts and 
prospectus, if any. and makes arrangements for advertising and circu¬ 
lating the prospectus and raising the capital.” A promoter performs 
several functions. He discovers the business opportunity, assembles 
various resources, makes preliminary agreements for the purchase of 
land and buildings, etc., appoints first directors, gets memorandum and 
articles prepared, appoints bankers, auditors and legal advisors and 
finally gets the company registered or incorporated. For his services, a 
promoter is paid some remuneration in the form of company’s shares 
or in cash. 

The promoters of a company stand in a fiduciary relationship 
to the company and its shareholders. According to J. Brown “the 
term promoter is a term not of law, but of business, usefully summing 
up in a single word a number of business operations familiar to the 
commercial world by which a company is generally brought into 
existence”. Promoters are the agents and trustees of the company's 
property. When they float a company to take over some property 
or business owned by them, it is their duty to disclose all facts relating 
thereto to the company. They must not make secret profits and 
must disclose all moneys received from the company. Promoters 
are personally liable for all contracts made on behalf of the company 
until the company is incorporated. Promoters are a party to the 
issue of prospectus. Under the Companies Act, 1956, they can be held 
liable for mistatements in the prospectus. 

Types of Promoters 

A promoter may be an individual, a firm or a body corporate. 
The various types of promoters are described below : 

1. Professional promoters : These promoters are the specialised 
agencies who promote a company and hand it over to the share¬ 
holders. Promotion is their whole-time occupation and they are always 
in search of promotional opportunities. They initiate new enterprises 
and expand old ones. They do not undertake management of the 
enterprises which they promote. In Western countries company 
promotion is largely done by professional promoters. But there is 
lack of professional promoters in India. 

2. Accidental or occasional promoters: These promoters are 
not experts in company formation and promotion is not their main 
occupation. They promote small companies when the need arises. 
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S U ch promoters are the entrepreneurs as they not only float the 
enterprise but also manage it after incorporation. 

3. Financial promoters : Financial or investment promoters float 
new enterprises during favourable conditions in the securities market. 
These are interested mainly in making gains from favourable invest¬ 
ment climate rather than in the industrial or commercial success of 
the enterprise. 

4. Technical promoters : These promoters promote new com¬ 
panies during particular circumstances to secure profits from their 
specialised knowledge and training. Technicians and engineers asso¬ 
ciated with certain projects as expert investigators may take part in 
promotion. Sometimes a manufacturer may promote a new com¬ 
pany to secure an outlet for the sale of his products. 

5. Specialised institutions : Since the advent of economic 
planning in India, the Government has set up a number of speciali¬ 
sed institutions to promote new industries. National Industrial 
Development Corporation and Industrial Development Bank of 
India, are two such institutions. These institutions undertake investi¬ 
gation of the prospects of starting new enterprises. They also 
provide technical and managerial assistance for the promotion of new 
industries. 

6. Government: Since independence, the Government of India 
has emerged as a big promoter. It has promoted several companies 
in diverse fields of industry ranging from foreign trade to machine- 
tools. 

Until their abolition, managing agents served as promoters in 
India. The function of company piomotion was largely performed 
by them. 

Promoters are the pioneers and creators of business concerns. 
They give concrete shape to business propositions and make large 
scale production possible. They undertake the risks and encourage 
capital formation. They convert inventions into businesess and make 
constructive use of national resources. By giving birth to industries 
they serve the society. It is through their initiative that funds are 
collected from the public and are channelised into productive avenues. 
No company can come into existence without the pioneering efforts 
or promoters. A promoter not only sets in motion the machinery of 
lorming a viable enterprise but also brings together the required 
people and finances. 


A successful promoter is a creator of wealth as he widens 
opportunities for employment and enables people to raise their per 
ncd«tV- nCOme -’ B u y mak,n S lhc Products available to the public, he 
fore ^ n rfifr Sing St ! ndard of liv,n S of P e °P )e - A promoter, there- 
omn/nv k? an , lnd,s P ensable Public service. Promotion of a 
company is a very challenging job. To be successful as a promoter. 
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a person must possess several qualities e.g. t imagination, fore-sight, 
initiative, courage, judgement, etc. These qualities are found in very 
few persons and, therefore, a truly successful promoter is a rare 
individual. 

Stages in Promotion 

The various steps in the process of promotion may be described 
as under : 

1. Discovery of business opportunity i The process of promotion 
begins with the conception of an idea. The idea of starting a new 
business may come from an unsatisfied demand or from a new inven¬ 
tion. It may also come from the observation of an inferior product 
or from large profits in a certain industry or from an unexploited 
natural resource. The idea must be constructive rather than a mere 
dream. 

2. Investigation and verification : After the discovery of an idea, 
a thorough and detailed investigation of the technical feasibility and 
commercial viability of the proposal is conducted. Investigation 
involves study of the extent of demand and supply, availability of 
raw materials and Cither inputs, present and potential competition, 
probable costs and/ revenues, the amount of capital required, etc. 
Such investigation may be undertaken by experts like engineers, 
valuers, accountants, financial analysis, marketing experts, etc. After 
a critical appraisal of the idea conceived the investigators and the 
experts present their findings in the form of a written report. 

The report should then be verified through independent apprai¬ 
sal. The need for verification arises because mistakes may occur due 
to the incompetence or prejudice of the investigators or on account 
of defects in the collection and analysis of data. 

3. Assembling : Once the idea has been found to be profitable, 
plans are made for setting-up the enterprise. Assemblings involves 
bringing together the required number of people, deciding the size, 
location, layout, etc. of the company, making contracts for the pur¬ 
chase of machinery, materials, buildings, etc. 

4 . Financial Planning : After assembling the factors required 
to give the idea, the shape of a business concern, promoters prepare 
a financial plan for the enterprise Financial Planning involves deci¬ 
sion with respect to capitalisation and capital structure, making con¬ 
tracts with under-writers, and brokers, deciding the time and method 
of capital issye, etc. It also involves decisions relating to the amount 
of funds to be raised, and the type of securities to be issued. 

.^/INCORPORATION OR REGISTRATION 

After finalising the promotional plan*;, the proposed enterprise 
is registered as a body corporate Incorporation involves registration 
of the company under the Companies Act. It is the legal process 
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thmueh which a company is recognised as a separate legal entity 
A .nmnan V is said to be incorporated when it rece.ves the certificate 
A r in^noration from the Registrar of Companies. Before getting 
of Inc0 ^P registered the promoters must, if necessary, get a 
^^^rfer the Industries (Development and Regulation) Act, 

y In order to get a company incorporated, an application should 
<1 made to the Registrar of Companies, of the State in which the 
Rostered Office of ihe company is to be situated. The application 
S registration should be in .he prescribed form and should be 
accompanied by the following documents 


0) Memorandum of Association signed by at least seven 
persons (two persons in case of a private company) duly stamped 

and witnessed. ... . . 

12) Articles of Association, properly stamped duly signed by 
the si- aatories to the Memorandum of Association and Witnessed. A 
nublic limited company may, if it so desires, adopt Table-A as given 
fn Schedule I of the Companies Act. 1956, instead of prepar.ng and 
filing its own Articles of Association. 

H) A list of directors with their names in full, addresses, occu¬ 
pations and age. If a separate list of directors is not filed subscri¬ 
bers 0 /© the Memorandum are deemed to be the firs, directors. 

(4) A written consent of the directors lo act as such, duly 
signed by each director. 

(5) A written undertaking signed by each director stating that 
they have agreed 10 purchase and pay for the qualification shares, if 
any, as provided in the Articles of Association. Such an undertaking 
is not necessary in case of a company without share capital and in 
case of a private company. 

(6) A statutory declaration stating that all the legal require¬ 
ments with respect to incorporation have been duly complied with. 
This declaration should be signed by an advocate of a High Court or 
Supreme Court or by a Chartered Accountant or by a person named 
as director, manager or secretary of the company. 

Along with the above documents, the prescribed filing fees, 
registration fees and stamp duty are also to be paid. The Registrar 
will examine these documents and if he finds them in order will issue 
a certificate of Incorporation. The certificate is a conclusive proof of 
the incorporation of the company. .The company becomes a body 
corporate with effect from the date of the certificate of Incorporation. 
The company must file the notice of the address of its Registered 
office within 30 days of incorporation. 

FINANCING OR FLOATATION 

After the company has been incorporated, the next stage is to 
raise the necessary capital. A public company not having share 
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capital can commence business immediately after incorporation, 
private company collects its capital from members without public 
notice. But a public company having share capital must obtain its 
capital from the public. For this purpose it must issue and die a 
prospectus inviting the general public to subscribe to its shares. It 
the company does not issue a prospectus, it has to file a “statement 
in lieu of Prospectus” with the Registrar of Companies at least three 
days before allotment. Before issuing a prospectus, the permission 
of the controller of capital issues must be obtained under the Capital 
Issues' Cootrol Act, 1947, if a public offer for sale of shares and 
debentures exceeding Rs. 25 lakhs is to be made during a period of 
12 months. 

After the issue and advertising of the prospectus, applications 
for shares are received from the public through the company’s 
bankers, named in the prospectus. The floatation of the capital issue 
is done according the financial plans prepared during promotion. 
After the receipt of share applications and the application money, 
the company must fulfill the statutory requirements relating to the 
allotment of shares. In case the prospectus states that an application 
has been made or will be made for permission for dealing in shares 
on a recognised stock exchange, the permission must be obtained 
within ten weeks from the date of the closing of the subscription list 
or the application should be made belorc the tenth day alter the 
first issue of the prospectus. No allotment can be made, unless the 
minimum subscription as stated in the prospectus has been obtained 
in cash. In case the company fails to obtain the minimum subscrip¬ 
tion within 120 days of the first issue of the prospectus, all money 
received from applicants must be returned within 130 days ol the 
first issue of the prospectus, without interest and with interest at the 
rate of six per cent beyond that period. The amount payable on appli¬ 
cation shall not be less than five per cent of the nominal amount of 
the share. 

Minimum subscription is the minimum amount which, in the 
opinion of the Board of Directors, is necessary to provide for the 
following : 

(i) the purchase price of any property purchased or to be 
purchased; 

(ii) preliminary expenses ; 

(iii) underwriting commission and brokerage ; 

(iv) the payment of any moneys borrowed by the company ia 
respect of any of the foregoing matters; and 

(v) working capital. 

In order to make an allotment, the Board of Directors must 
pass a formal resolution of allotment. After passing the resolution, 
the proportion in which shares are to be distributed among the 
applicants is decided. Then the letters of allotment are tent to the 
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applicants asking them to pay for the amount called on allotment. 
Once the moneys are received, share certificates are prepared and sent 
to the shareholders. Letters of regret along with the application 
money are sent to the applicants to whom shares could not be 
allotted. A Return of Allotment must be filed with the Registrar of 
Companies wipin'30 days of allotment. 

f>^XOMMENCEMENT OF BUSINESS 

A public limited company havjn^_ash^:e capital and issuing a 
prospectus can not start its busine^imrnedTately after incorporation. 
It must also obtain the Certificate of Commencement of Business. In 
order to obtain this Certificate, a company must file with the Registrar 
of Companies the following documents : 

(i) A declaration that a prospectus or a statement in lieu of 
prospectus has been filed with the Registrar; 

(ii) A declaration that shares payable in cash have been allotted 
upto the amount of the minimum subscription; 

(iii) A declaration that the directors have taken up their quali¬ 
fication shares and that they have paid on the shares held by them 
in the same proportion as other shareholders; 

(iv) A declaration that no money is liable to become refund¬ 
able to the applicants by reason of failure to apply for or to obtain 
permission for shares or debentures to be dealt in on any recognised 
stock exchange; 

(v) A statutory declaration by a director or the secretary of 
the company stating that all the requirements relating to the com¬ 
mencement of business have been duly complied with. 

The Registrar will scrutinise these documents and if he is 
satisfied about their correctness, he shall issue a Certificate of Com¬ 
mencement of Business. The company becomes entitled to start its 
business with effect from the date mentioned in this Certificate. The 
process of company formation is completed with the grant of this 
certificate. 

The foregoing stages in the floatation of a joint stock company 
are described in a chart given at the end of this chapter. 


ESTABLISHMENT OF A NEW ENTERPRISE 

The establishment of a new business enterprise is a complex 
process involving risk-taking and assembling of resources. The 
various aspects of this process may broadly be divided into two cate¬ 
gories— 0) procedural aspects, and (ii) legal aspects. 

Procedural Aspects 


^™ 0C w raI a r P l CtS refer t0 the various *teps relating to planning 

f„ n l°:= at,0n °r thc ne u e ? terpnse * The important steps involved 
m the setting up of a new business arc described below : 
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I. Determination of Objectives : The first step in the p.anmng of 
a new business is to define clearly the objectives or purposes to De 
achieved. The objeciivcs may be stated in terms of the product or 
service to be supplied or the needs to be satisfied. A concise state¬ 
ment of objectives serves as the foundation of the business. * 
and policies c in be prepared to achieve the specified objectives. I he 
objectives of an enterprise may be classified into long-term and short¬ 
term objectives, main and subsidiary objectives, etc. 

2 Discovery of the Idea : The discovery of an idea implies the 
conception of the business opportunity. The idea of setting up a 
new enterprise may come from an invention or from an unsatisfied or 

illsatisfied need. 

3 Product Analysis and Market-Survey: Before launching an 
enterprise formally, ihe commercial viability of the idea must be 
ensured. Marketing research should be conducted to ascertain the 
needs and preferences of consumers. The ultimate goal of every 
enterprise is to satisfy the consumer. It is, therefore, necessary to 
make a thorough analysis of the nature and volume of demand before 
investing capital in a new venture. In the words of Wheeler the 
businessman who neglects to estimate his probable volume of sales is 
courting finan;ial disaster." 1 Forecasting of sales and analysis of 
current and potential demands is thus an important step. 

After ascertaining the needs and preferences of consumers, a 
product analysis is conducted to determine the size, style, volume, 

design, quality, etc. of the product to be produced. According to 

Shubin "each item is to be designed for maximum saleability in a 
chosen price-field, the product analysis must be made from the view¬ 
point of the prospective consumers.*' 3 The number of prospective 
buyers, their geographical location, the nature of the demand, the 
degree of competition, etc. is to be determined through market 
surveys. Market analysis also involves decisions with respect to the 
product mix, pricing polices and methods, channels ot distribution, 
advertising, etc. 


4. Determination of Size : The determination of the size of the 
firm or the scale of operations is an important step in the launching 
of a new enterprise. The first and foremost factor in determining 
size is the sales that an entrepreneur can make and the finances he 
can raise. It is, therefore, necessary to prepare accurate forecaste 
of sales. According to Shubin "the initial size of the establishment 
must be based on judicious sales estimates. . . . with accurate sales- 
estimaics the firm can avoid investing in an establishment that is too 
large and expensive to be profitable at the outset but can select a 
size sufficiently large to take case of the initial sales and their expect¬ 
ed increase during the years immediately ahead." 3 Attempt should 
he made to reach the size at which the average cost of production per 


1. B O. Wheeler : Business—An Introductory Analysis, p. 41. 

2. John A. Shubin : Business Management, p. 47. 

3. Op. cit. p. 52. 
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•,the minimum. In other words, the enterprise should seek the 
unit IS l " e . keeping in view the na'U'e and extent of the market, 
2£'Siaues of production, the type of the product, the managerial 
abiiWes availables, the amount of finance, etc. 

s location : Location of the plant is a very important decision 
as lo-ation affect, both the cost, structure and profitability of the 
«-nlerorise Location involves choice of the area where the proposed 
factory is to be set up and the select.on of a specific site in that area. 
The location is decided on the basis of several factors. The aim is 
, fi'a t he location which makes for highest possible efficiency of 
rperahons Th' Problem of location is described in detail in the 

next chapter. 

6 Choice of the Form of Ownership : The next step in the setting 
.in of a new business is to decide the form of business ownership. 
Sole proprietorship, partnership, joint stock company and cooperative 
are the four main forms of ownership for a private business. The 
rhoice is based on several factors. The form of ownership should be 
simple, easy to form, flexible, free from rigid controls, and capable 
of providing the necessary finances and managerial ability. Tno 
problem of choice of the form of ownership is discussed in detail in 
the seventh chapter. 

7. Arrangement of Physical Facilities : Physical facilities refer 
to plant buildings, plant and machinery, equipment, etc. The nature 
and amount of physical facilities to be used depend upon the nature 
of the product, the volume of sales and the techniques or processes 
of manufacture. Before selecting plant buildings, machinery and 
equipment, etc. the nature and sequence of manufacturing processes 
and the relative cost and efficiency of alternative types should be 
carefully examined. 

After selecting the physical facilities, a plan should be made 
for the arrangement of machinery and equipment. This is the prob¬ 
lem of plant layout. Proper arrangement of facilities is essential 
for efficient and economical operations. The plant, machinery, tools 
and equipment, etc. should be placed in a scientific sequence so as to 
ensure a smooth and economical flow of output from one stage to 
another stage of operations. The problem of layout is fully explained 
in a subsequent chapter. 


8. Financing the Firm : Proper planning of the finances of the 
firm is basic to successful operations. Financial planning involves 
(a) the determination of the amount of funds required for long-term 
and short-term needs of the enterprise, (b) deciding the capital struc¬ 
ture, i.e. the sources and methods of funds, (c) estimation of the 
return on capital investment, (d) the determination of the time of 
raising the necessary finances, and (e) calculating the cost of acquiring 
the funds. Financing may also include tax planning of the firm. 
Financing is dealt at length in part V. 

Manning the Organisation : The next step in settings up a new 
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business is to create the internal organisation structure as a frame¬ 
work for management. Organising involves division of total work, 
into departments and divisons, delegation of authority, creation or 
authority-responsibility relationships, integration of fund ions, etc. 
After creating the organisation structure, the personnel required for 

different jobs are selected, placed and 'rainned. The organising and 
personnel problems are discussed in detail under volume 2. 

10 Launching the Enterprise : The completion of physical, 
financial and organisational aspects of the enteiprise results ultimate¬ 
ly in the actual launching of the enterprise. In the words of Shubin, 
‘•the firm is launched by assembling and organising the physical faci¬ 
lities developing operation and production processes, advertising its 
n-od’ucts and initiating a sales promotion campaign, recruiting labour 
and accumulating inventories”. 1 Purchasing of materials, produc¬ 
tion of goods and marketing of products heralds the beginning of 
tlie new enterprise. 

Legal Aspects 

Establishment of a new joint stock enterprise also involve* 
several legal steps. The legal aspects of promotion may be described 
as under : 

l Industrial License : A license is required under the Industries 
(Development and Regulation) Act, 1951 for the setting up ot a new 
industrial undertaking as well as for substantial expansion of an 
cxisiine one. However, license is not necessary for undertakings in 
exempted industries and those involving an investment ot less than 
Rs 3 crores (Rs. 1 crore in case of dominant undertakings, monopoly 
enterprises and concerns with foreign shareholdings of fc more than 
40 per cent). 

2. Approval under the M.R.T.P. Act : Any dominant under* 
takine wiih an investment of more than 1 crore of rupees and other 
undertakings with total asse's of more than Rs. 20 crores must obtain 
the prior approval of the Central Government under the Monopolies 
and Restrictive Trade Practices Act, 19o9 for settingup of a new 
undertaking and for substantial expansion of an existing undertaking. 
Such approval is also required for any merger, amalgamation or take¬ 
over that will result in a dominant undertaking. 

3. Foreign Collaboration : In case the enterprise is proposing, 
to have any collaboration with foreign concerns, permission must be 
obtained from the Central Government under the Foreign Exchange 
Regulation Act, 1973. 

4. Import License : A license is to be obtained under the 
Import Trade Control Act, 1947 in case the firm proposes to import 
any equipment, raw materials, etc. for its plant. 

5. Incorporation : If the new enterprise is to be set up as a 
joint stock compiny, a Certificate of Incorporation is to be obtained 

1. J. A. Shubin : Business Management, p. 55. 
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finder the Companies Act, 1956. Incase the company is a public 
limited company with share capital. Certificate of Commcocemem of 
Business is also required. To obtain these Certificates, a company 
must file various documents with the Registrar of Companies, as 
explained above. 

6 Consent for Capital Issues : A joint stock company propos¬ 
ing to issue by public offer shares with more than 25 lakhs dunrg 
a period of 12 months must obtain before making the issue the p:.- 
mission of the Controller of Capital Issues under the Capital Issues 
Control Act, 1943. 

7. Appointment of Managerial Personnel : In case a company 
wishes to appoint a managing director or a whole-time director, it 
must seek the prior approval of the Central Government for the 
appointment and remuneration of such personnel under the Compa¬ 
nies Act, 1956. 

8. Registration of Patents : When a business enterprise desires 
to acquire sole rights to a patent or a trademark, it is required to get 
the same registered under the Trade and Mercantile Mark Act, 
1958. 

The above mentioned steps is not an exhaustive list of legal 
formalities required for the establishment of a new enterprise. 

BASIC COMPANY DOCUMENTS 

As described above, the formation of a company involves the 
preparation and registration of several documents. Some of these 
documents are : 

(1) Memorandum of Association, 

(2) Articles of Association, and 

(3) Prospectus. 

-Memorandum of Association 

The Memorandum of Association is the most important docu¬ 
ment of a company as it lays down the constitution of the company. 

It serves as the charter defining the powers of a company and the 
conditions upon which the company is incorporated. It also defines 
the relations of the company with the outsiders. It lays down the 
foundation upon which the super-structure of the company is raised. 
Any act of the company beyond the powers mentioned in the Memo¬ 
randum is said to be ultra vires and, therefore, of no leg al .eff ect.r.™ 
Memorandum is a public document and has to Ge supplied upon 
request at a cost not exceeding rupee one. 

Memorandum should be printed, divided into paragraphs 
consecutively numbered and signed by each subscriber in the pre- 
sence of a witness. The purpose of the Memorandum is to enable the 
shareholders, the creditors and the public to know the permitted range 
ol the company’s activities. 
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The Memorandum of Association usually contains the following 
clauses : 

1. The Name Clause : This clause contains the name of the 
company. A company can choose any name it likes subject to the 
following conditions. Firstly , the name should not be identical or 
similar to the name of an existing company. Secondly, the proposed 
name should not convey any connection or link with the government 
or a local authority. Thiidly , the name of a public company should 
end with the word ‘limited’, unless it has unlimited liability. In the 
case of a private limited company the name should end with the 
words ’Private Limited/ However, a company formed to promote 
science, art. culture, religion, etc. may be permitted to drop the word 
‘limited’ from its name. Fourthly , the proposed name should not 
be objectionable under the provisions of the Emblems and Names 
(Prevention of Improper Use) Act, 1950. 

The name of the company must appear on the outside of every 
office or place of business in a conspicuous manner in one of the 
local languages and on all cheques, bills, letters, notices and other 
official publications, etc. of the company. 

2. 'The Situation ( Domicile ) Clause : This clause states the 
name of the State in which the registered office of the company is to 
be situated. It is not necessary to give, the exact address of the 
registered office. This clause determines the domicile of the company 
i e. the place of its registration and the jurisdiction of the court for 
legal matters. All notices and circulars are sent to the registered 
office and all important docu nents like Register of Members, Register 
of Debenture-holders, Minute Books, etc. are kept at the registered 
office of the company. 

3ythe Objects Clause : This is the most important clause as it 
defines the scope of the company’s activities. It states the nature of 
company’s business and the limits of its powers. The purpose of the 
objects clause is to inform the shareholders, creditors and others as 
to the type of company’s business and the permitted range of activities 
in which it may lawfu ly engage. The objects of the company must 
not be illegal. They ‘hould not be contrary to the provisions of the 
Companies Act and the public policy. 

In view of their importance, the objectives of the company 
must be stated clearly and precisely. According to the Companies 
(Amendment) Act, 1965, the objects clause must state (a ) the main 
objects of the company and objects incidental or ancillary to the 
attainment of the main objects, and (b) other objects of the company 
not included above. In the case of non-trading companies whose 
objects are not to remain confined in one state the objects clause 
should state the States to whose territories the objects extend. 

4. The Liability Clause : This clause states that the liability of 
the members is limited to the unpaid amount of the face value of the 
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. u M hv them In case of companies limited by guarantee, the 

shares held by them. I , imiled to the amoU nt which every member 

Jiabdity of mem the assets of the company in the event 

Tft wSing up This clause is not required in case the Lability of 

members is unlimited. 

rtnusp • This clause states the total amount oi 

of shared are°als? mentioned under this clause. 

twj'subscribers in case of a private company must sign tl'c Mcmojan- 
dum in presence of one witness and each of them must take at 

least one share. 

Alteration of the Memorandum of Association 

Memorandum being the most important document of a company, 
any change in it can be made through the prescribed legal Procedure. 
Various clauses of the memorandum can be altered in the following 
manaer: 

1. Alteration of Name Clause : A company can change its 
name in the following manner : (a) When the name is found to be 
identical or similar to the name of an existing company, by passing an 

ordinary resolution and after obtaining the consent of the Central 

Government in writing, (b) in other cases, by passing a .special re¬ 
solution and with the approval of the Central Government in writing. 
In certain cases, the Central Government may direct a company to 
change its name within 12 months of its registration. If so directed, 
the company must change its name by passing an ordinary resolution 
within 3 months of the direction. 

Chbnge of Domicile Clause : The Domicile or Situation Clause 
can be changed through the following procedure : 

(a) if the registered office of the company is to be shifted from 
one locality to another in the same town by passing 
an ordinary resolution; 

( b) if the office is to be shifted from one town to another in 
the same state, by passing a special resolution. 

(c) if the office is to be shifted from one stale to another 
state, by passing a special resolution and after obtaining the 
sanction of the court. 


3. Change of the Objects Clause : The objects clause can be altered 
by passing a special resolution and by obtaining the sanction of the 
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court. The change in the objects clause is permissible if it is necessary 
to enable the company : 

(a) to carry on its business more economically or more 
efficiently; 

( b) to enlarge or change the local area of its operations; 

( c ) to carry on some other business in combination with the 
existing one; 

(d) to sell whole or part of the company's property; 

(e) to amalgamate with any other company or body of 
persons; 

if) to restrict or abandon any of the objects specified in the 
Memorandum; and 

(g) to attain its main purpose by new or improved means. 

4. Change of Capital Clause : If the Articles so authorise, a 
company limited by shares may, by passing an ordinary resolution, 
alter its share capital in order to : 

(a) increase its share capital by issue of new shares; 

(b) consolidate and divide its share capital into shares of larger 
denomination; 

( c ) convert i»s fully paid shares into stock or reconvert the 
stock into fully paid-up shares; 

(d) sub divide its shares into shares of smaller denomination 
without altering the proportion between the amount paid 
and the amount unpaid, if any; and 

cancel shares not taken up or agreed to be taken up. 

t.'However, a company can reduce its share capital only by a 
special resolution and with the consent of the Government. Capital 
may be reduced by : 

(a) reducing or extinguishing the laibility of members for 
uncalled capital; 

( b) writing olf lost capital, and 

(c) paying off capital which is in excess of the company’s 
^ requirements. 

The company must file with the Registrar of Companies a certi¬ 
fied copy of the order confirming the alteration along with a copy of 
the Memorandum as altered within three months of the alteration. 

Articles of Association 

The Articles of Association contain the rules and regulations 
relating to the interal management of the company. The Articles are 
very important as they define the relations between the company 
and its members as well as between the members and members. A 
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... nmnanv limited by shares may register its own Articles or 
pubII °^?TaWe A attached to the F.rst Schedule of the Companies 
“ a ,y T x,ble A contains a model set of 99 articles. Other types 
A r c ‘. * 9 ff; ies must prepare and file their own Articles of Association 

0 .nn° B wfth the Memorandum at the time of incorporation Their 
alongwith t to a ny of the forms given in Tables C, D 

A ^ p in Schedule I of the Act. The Articles ol a private company 
an , nnnmio the restrictions as per section 3 of the Act. The Articles of 
mU! led company and a company limi.ed by guarantee must state 
fhe number of members with which the company is to be registered. 

A cony of the Articles is to be filed with the Registrar of Com- 
A t«; Articles must be printed and divided into paragraphs 
E’sbcSd be numbered consecutively. The Articles should be pro- 
oerhJ 1 stamped and duly signed by every subscriber to the Memoran¬ 
dum in\the presence of at least one attesting witness. 

^Articles of Association define the rights and powers of manage¬ 
ment the mode and form in which the company’s business is to be 
carried on and the manner in which changes in the internal rcgula- 
tions of the company may from time to time be made. The Articles 
contain usually the following rules and by-laws : 


(6) different classes of shares and their voting and other rights; 

(b) procedure for making allotments and calls; 

(c) method of holding meetings, polls, resolutions and proxies; 

(d) procedure for transfer and transmission of shares, lieu on 
shares, etc.; 

(e) procedure relating to the conversion, forfeiture and reissue 
of shares; 

(/) manner of issuing share certificates and share warrants; 

( g ) matters relating to the appointment, remuneration, qualifi¬ 
cations, powers, duties, etc. of directors, auditors, secretary, 
managers, etc.; 

(h) matters concerning accounts and audit, declaration and 
payment of dividends, creation of reserves, capitalisation of 
profits, depreciation, ete.; 

(/) procedure for increase, reduction, alteration of capital; 

O') underwriting commission, brokerage, etc.; 

(k) rules for adoption of preliminary contracts; 

(l) rules as to the use of the common seal of the company; 

( m ) rules regarding the winding up of the company, etc. 


The Articles of Assocation must not contain anything contrary 
o the Companies Act, the Memorandum, the public policy and the 
general Jaws of the land. 

A company can f-eely alter its Articles by passing a special 
esolution and by filing the same with the Registrar of Companies 
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within 30 days of passing the resolution. Alteration may involve 
insertion of a new regulation, deletion of an existing rule or a na- 
mcnt of a rule. Alteration should not be against the Companies Act. 
the Memorandum and anv law of the land. The alteration should 
be made for the common benefit of the company without any mala- 
fide intentions. It should not involve any increase in the liability of 
members or any reduction in the rights of minority shareholders. 
Central Government's approval is required for making following 
alterations in the Articles : 

( a) conversion of a public company into a private company; 

(b) change in any provision relating to the appointment or 
reappointment of a managing or whole-time director or 
a director not liable to retire by rotation; 

(c) increase of remuneration of a director including a managing 
or whole-time director. 

Distinction between Memorandum and Articles 

Both Memorandum and Articles of Association are important 
public documents. They are complementary to each other. However, 
the two difTer in the following respects : 

1. Contenti : The Memorandum is the charter of a company 
and determines the range of company's activities and powers. 
Articles, on the other hand, contain rules and by lav/s for the internal 
management of the company. In other words, Memorandum is 
wider in scope than the Articles. 

2. Coverage : Memorandum defines the relationship between 
the company and the outside world whereas Ariicles govern internal 
relations between the comp my and its members. Memorandum has. 
therefore, a wider coverage. 

3. Registration : Every company must file its Memorandum 
and no company can be registered without a Memorandum. A 
pub’ic company limited by shares need not regis’er its own Articles 
as it can adopt Table A. 

4 Status : Memorandum is subordinate to the Companies Act, 
1956 while Articles are subordinate to both the Memorandum and 
the Companies Act. 

5. Alteration : Any change in the Memorandum requires a 
special resolution and the approval of the Central Government or the 
court. Articles can be altered simply by passing a special resolution. 

6. Effects : Acts done by a company ultra vires the Memorandum 
are void. Outsiders are supposed to have knowledge of the Memo¬ 
randum and have, therefore, no remedy against the company for 
acts ultra vires the Memorandum. Acts done ultra vires the Articles 
but infra vires the Memorandum are not void and can subsequently 
be ratified by the shareholders. Outsiders are entihed to presume 
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* tiz-iffs and complied with. They can enforce the contracts ultra 
that Articles an^ provjded they had no notice of the irregularity. 

PROSPECTUS 


A nmsoectus has been defined under Section 2(36) of the 
_ A n lrAd as “any document described or issued as a prospec.us 
C °H m nHudes a notice, circular, adverthement or other document invit- 

ff^ from the public for the subscr.ption or purchase of any 
mg offers trom ^ a body corp;irate '’. a prospectus is thus 

shar Hnrument which invites the public to provide funds to the 
any docume valuable document containing important details 

C K„Ta company. It appeals to the public to invest their savings 

fnthe company. It aims at the followings : 

(i) to inform the public of the birth of a new company; 

tiil to arouse the interest of the investers in the company and 
' ; t0 j n duce them to invest in its shares and debentures; 

to preserve an authentic record of the terms and conditions 
( on which the public has been invited to buy its shares or 
debentures; and 

(iv) to ensure that the directors of the company accept res¬ 
ponsibility for the statements in the prospectus. 

Contents of the Prospectus : The Companies Act, 1956 requires 
that the prospectus should contain complete, reliable and uP>" da '« 
information on all material aspects of the company. To protect the 
Interests of investors, the Act requires that every prospectus should 
include the following particulars : 


1. Company's name and address of its registered office. 

2. The main objects of the company. 

3. The names, addresses, and occupations of signatories to the 
Memorandum and the number of shares subscribed by each of them. 

4. The number and classes of shares and the rights or privi¬ 
leges attaching to each class of shares. 

5. The names, addresses, occupations, qualifications shares 
(if any) and remuneration of directors including managing or whole¬ 
time directors. 


6. Contents of the Articles or of any contract relating to the 
appointment of the managing director or manager and the remunera¬ 
tion payble to them. 

7. The ‘minimum subscription*, with the amount payable along*- 
with application, and on allotment on each class of shares. 

8. The time of the opening and closing of the subscription. 


list. 
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9. The date and mode of redemption of preference shares, if 

any. 

10. The amount of premium, and discount, underwriting com¬ 
mission, etc. if any, on issue of shares. 

11. The names of underwriters, if any, together with a statement 
by the directors that the resources of the underwriters are sufficient 
to discharge their obligations. 

12. Particulars of any property to be acquired by the company, 
the consideration for the property, names and addresses of promoters 
and the mode of payment. 

13. Names and addresses of company promoters and the 
consideration paid or to be paid to them for the floatation of the 
company. 

14. The names and addresses of auditors, if any. 

15. The particulars of every material contract in brief. 

16. Full particulars of the nature and extent of the interest of 
every director or promoter in the promotion of the company and in 
any property to be acquired by the company. 

17. Restrictions, if any, renting to membership rights, i.e. 
right to vote, right to attend and speak at meetings of the company, 
right to transfer shares, etc. 

18. Particulars of any property acquired within two preceding 
years in which any director or promoter was interested. 

19. Details of shares issued and allotted, if any, within two 
prcceeding years. 

20 If the company has been carrying on business, the period 
during which it has been carrying on such business, the profits or loss 
within the last five years and the dividends declared, if any, during 
this period. 

21. Whether the company has applied or proposes to apply to 
a stock exchange for permission to deal in its shares. 

22. If any of the profits of the company or of any of its sub¬ 
sidiaries have been capitalised, particulars of such capitalisation. 

23. Particulars of shares or debentures issued within two pre¬ 
ceding years as fully or partly paid up, otherwise than in cash. 

24. Particulars of premium received and commission paid, if 
any, on the issue of shares or debentures within two preceding years. 

25. Particulars of the surplus arising from any revaluation of 
the company to assets during the two preceding years and the 
manner in which such surplus has been dealt with. 

26. A reasonable time and place at which copies of company's 
balance sheet, profit and loss account and important contracts can be 
inspected. 
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Legal Requirements Relating to Prospectus 

The issue of a prospectus is subject to the following statutory 
regulations i 

1 A copy of the prospectus duly dated and signed by all the 
directors must be registered with the Registrar of Companies. The 
following documents should be filed with the prospectus : 

fa) A copy of every material contract and of every contract 
relating to the appointment and remuneration of managing director 
or wholetime director or manager; 

fb) A written statement by auditors or accountants relating 
to adjustment made by them in their reports relating to profit and 
loss, assets and liabilities, rates of dividend, etc.; 

(c) Consent in writing of auditors, legal adviser, brokers, 
bankers, underwriters, etc. of the company to act in that capacity; 

(d) Written consent of the expert whose report is to be pub¬ 
lished in the prospectus. 

2. The prospectus must be issued within 90 days of the date 
of registration of the prospectus. 

3 Every application foim for making application for allot¬ 
ment of shares or debentures must be accompanied by a prospectus- 
which complies with the requirements of the Act, subject to excep¬ 
tions. 


4. The expert whose statement is included in the prospectus 
must not be connected with the formation or management of the 
company. 

5 . So much of the prospectus as refers to the past profits of 
the company or the business to be acquired by the company or sub¬ 
sidiary company and their balance sheets, etc. must be certified by 
the auditors of the company. 


6. If the company proposes to acquire any business or if the 
proceeds of the issue are to be applied in the acquisition of shares in 
any other company, a report by a chartered accountant regarding the 
profits and losses, assets and labilities, etc. of such other business or 
company. 


Misleading Prospectus 


The prospectus is the basis of the contract between the com¬ 
pany and its shareholders. This contract requires utmost good faith 
on the part of both. The prospectus is said to be misleading or 
fraudulent when it includes false statements or conceals or distorts 
material facts. The people who subscribe to shares on the faith of 
misleading prospectus may: 

(a) sue for rescision of contract on ground of mis-representa- 

tion; 
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(b) sue the company for damages; 

(c) take action against directors, officers of the company who 
are parties to the issue of misleading prospectus. Persons authorising 
the issue of prospectus face both civic and criminal liability. How¬ 
ever, certain defences are available to them. The right of subscribers 
to shares is lost by unreasonable delay, commencement of winding up 
and any action on the part of the shareholders showing affirmation of 
the Contract. 

Statement in lieu of Prospectus 

A public company having share capital need not file and pub¬ 
lish a prospectus if it wants to raise its capital privately without 
public notice. In such a case, it must file a statement in lieu of pros¬ 
pectus* with the Registrar at least three days before the allotment of 
shares. It must be duly signed by all the directors. It should be 
dated and should indicate when it was delivered to the Registrar. 

Statement in lieu of Prospectus should be in the form set out in 
Part-I of Schedule III of the Companies Act, 1956. The contents of 
this statement are more or less similar to the contents of a prospectus. 
The statement must not contain any untrue or mis-statements. 


promotion and INCORPORATION 


2.23 


CO 

CO 

UJ 

z 

*—< 

CO 

p 

ca 

& 

O 

H 

Z 

-uJ 

2 

UJ 

(J 

z 

UJ 

2 

2 

O 

u 


z 

o 

£ 

3 

u 

C/3 

CQ 

•P 

CO 

p 

< 

o- 

< 

U 


Cm 



>» 

.i 

O 



-O 

“o. 

3 


c 

C/3 

V 

E 

•J: 


.o 

♦-* 

Urn 

CG 

o 

CJ 

c 


a. 

• mm 

.G 

</S 

. 

M 


o 

a 

o . 

tsi 

3 


<✓) 

o 


u 


x> 


c •— 

6 


3 

cG 

O -JZ 

i j 


CO 

U 

M CG 

M 

cG 

c/> 


E 

3 

ca 

”5 

1 ! 

V- 
- O 


£ 

a 

3 

O" 

Cm 

CJ c— 

« _ 

•3 :G 

oo 

•y> 


o 

CO 

3 

3 

M 

2 

cj if 

>v^d 

k— 

o 

8. 

o 

u 

o. 

cr 

CO 

_c 

1/1 

8 2 
o 8 

£-3 

M O 

o 

O 


u. c: 

CG tJ 

u. 

u 

ro 

3 13 

M 3 

cu 

o. 

0$ 

&-■© 

CO CG 

• 


04 

• 

CO 



c 

o 

£ 

<u 

ob 

CG 

GO 

a 


o 

■§ 


a 

o 

5 

o 

3 

O' 

o 

GO 

□ 

cG 

-C 

o 

K 

UJ 

1 


c p a 


04 


z 

o 

P 

< 

c* 

.O 

o- 

c* 

O 

CJ 

z 


Z 

o 
p 
—o 
2 
o 

erf 

a* 


e 

o 


»M 

o 

a 

f J o._ 

© o JK -n 

_ 6 © .2 o 

£ J 5 a 

2 < < < 


—• 04 


1/3 

o o 

.* w 

c *> 

CG - 

■° c 

Cm l* 

2 - 

C g 

a s 

C «• S 

11.2 

O- O o 

<55 

CO 


I 

GO 

CJ 

2 s 
c e 
8 ° 

P 

cn 


1/3 


t/t 

3 

O 

CJ 

3 

<s> 


o 

I 

/ 

t 

CG 

XL 

M 

c 

CJ 

g 

59 

I 

V 

a. 

•o 
<—• 


o. 

uo 

o 

CJ 

«/3 

O 

u. 

CG 


a. 

CG 

Cm 

o 

"cG 

8 

cG 

a 

60 

</> 

Cm 

M 

Cm 

XL 

Cm 

c 

3 

o 

c 

O 

'Si 

o 

GO 

a 

’Si 

• 

u 

SS 

o 

& 

M 

O' 

‘5 

CJ 

£ 

M 

o 

s 

3 

M 

Cm 

o 

3 

£ 

■o 

< 

2 

D. 

CJ 

OS 

< 

o 

Oi 

•Si 

s 

»-H 

• 



• 

• 

• 

• 


</» 


vfi> 

r- 

oo 

ON 


</> 

0/ 

cG 

U 


(A 

V 


a 

v 

/ 

e 

So 

sg 


• a. ^ 
O = J 
c JJ - 
2 2.1 
5 ° S 

2 ffil 


■ 

CG 

w» 

JG 

O 

cj 

•o 


‘C P cG 
£ o QS = 


>* 
i* 

o 

w 

3 

3 2 

o' c/3 


o § 

O ^ 

CG 
cj 
U2 


S a 


5 ■*- 

o <u 

~ u 


o 

o 

a 


o 

>> 

cj 

> 

o 

8 


c 

o 

CG 
GO 
• —« 
m 

t/3 

cj 


a 

.2 >» 
«3 

<1 s 


IS 111 I 


—« 04 


CO 


*/-> 

8 

c 

cj 

O «/> 


.2 g».g E 

O •- H o 

c □ “ a 

roc 3 _ 

; S - ■§ = 
U- o, — CG 


CTi 


VC/ 


i 

OJ 

o 


( 

J2 - 

O g* 

8 « 

a .2 

CJ CG 


V 


£ J5 a 


VO 


2.24 


BUSINESS ORGANISATION AND MANAGBMBNT 


MAIN REFERENCES 

B. O. Wheeler : Business—An Introductory Analysis. 

J. A. Shubin : Business Management. 

C. W. Gerstcnberg : Financial Organisation and Management of Business. 
A. Ramaiya : Guide to the Companies Act. 


UNIVERSITY QUESTIONS 

1 What do you understand by the term •Promotion'.? Explain the various 
types of promoters and their functions. 

2 Set out clearlv the different steps in the formation of a lim.tcd company 

fr ° m (Calcutl'a " . , 9 ° 6 C 9 0m Agra CC r9 C 7 n 5;“puiXWg; Ranchi. 1970; Vikram ,964; 
Raipur 1969, Indore 1975) 

3 Explain the various steps in the formation of a public limited company 

and name Ihe documents that are prepared and , %9; udaipur> I969) 

4 Explain the procedure of floating a company. What are the formalities 

,ha, are te be comp.eted before the Jiwaji. ,966) 

5 What is Memorandum of Association ? How does it differ from the 

Articles of Association ? Discuss the contents of both. 

(Delhi, 1963; Kanpur, 1974; Jodhpur, 1973; Gorakhpur, 1960) 

6. Describe the procedure of altering the objects clause and capital clause 

of the Memorandum of Association. (Calcutta. 1968) 

7. What is a Prospectus 7 Discuss its objectives and contend. 


8. Write short notes on : 

(a) Statement in lieu of Prospectus. 

(b) Minimum Subscription. 

(c) Misleading Prospectus. 


5 

Plant Location 


Meaning and Importance 

Every businessman is confronted with the problem of deciding 
the best site for the location of his firm. Plant location refers to the 
selection of a particular site for setting up the factory. It involves 
choice of an area or locality and the selection of a particular place 
in that area. Choice of location is based upon the comparison of 
the costs and benefits of alternative locations. Choice of location is 
important because location greatly influences the costs of production 
and marketing. According to one authority the “total costs of 
manufacturing and distribution may vary as much as 10 per cent 
simply by virtue of the choice of location.” 1 Choice of location is 
an important decision also because size and layout are closely related 
to site. Location may make the difference between success and 
failure in some cases. Selection of site commits the firm for a long 
period of time. Errors in location are very difficult and expensive to 
rectify. The design of equipment, the facilities of production and 
the process of manufacture are greatly influenced by the factory site. 

Thus location of plant is a very important matter. It requires 
long term planning and careful consideration of all factors. “Indeed 
no industry can prosper unless it is located at a place chosen from 
the point of view of maximum efficiency of production and distri¬ 
bution.” 2 An appropriate site is essential to the efficient and econo¬ 
mical working of a plant. Unsuitable or wrong location leads to 
wastages of resources and higher costs of operations. 

The objective of sound location is to minimise average cost per 
unit. There is, however, no one ideal location for all firms or at all 
times. Every factory is a case in itself and must be viewed in terms 
of its own requirements and circumstances. An ideal location should 
not only permit the lowest cost per unit but should also facilitate 
expansion and growth. Different areas or regions have different 

1. J.L. Lundy : Effective Industrial Management, p. 151. 

2 . Office of tbe Economic Advisor G.O.I.: The Location of Industry in India* 
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locational advantages. An ideal location is one ^ere all factors 

are at thdr optimum. In other words “the most ad^ Va "n rahHratinolt 
non is that at which the cost of gathering material and labricating it 
plus the cost of distributing the finished product to the customers 
will be at a minimum.’* 1 The ideal location not only permits lowest 
unit cost in the production and distribution of a product or service 
but also facilitates orderly expansion and growth of the firm. 

The problem of location has become difficult due to the ever 
increasing size of plants and widening markets. The problem of 
location arises not only at the time of starting a new business but 
also at the lime of expanding an existing firm. Need for choosing a 
locition may also arise due to the exhausuon or insufficiency of 
raw materials, power, water and other facilities at «he original loca¬ 
tion Expiry of lease of the site, shifts in the population or market. 
Government’s action, etc. may also necessitate changes in the location 
of a plant. Plant location is thus a recurring problem At all times 
during the life of a firm, the location of the plant should be such 
that the enterprise can manufacture with least possible expense per 
unit and can sell most profitably, f, 

THEORIES OF LOCATION 


There is a tendency towards the concentration of certain indus¬ 
tries in certain regions. Several theories have been put forward to 
explain the tendency of specific industries to be localised at particu¬ 
lar places. Two such theories are explained below : 


Weber’s Deductive Theory 

The first systematic theory of location was propounded by 
Alfred Weber, a German economist. Weber’s Theory of Location of 
Industries was published in 1909 in German language and was trans¬ 
lated into English in 1V29. Weber’s theory is based upon a deduc¬ 
tive analysis of the factors causing localisation of industries at 
certain locations. 

According to Weber, the factors influencing location of plants 
may be divided into two categories : (1) Primary or regional factors, 
and (2) Secondary or ageromerative and degromerativc factors. 

1. Regional or Primary Factors : These factors influence loca¬ 
tion of industrial units over different regions. Cost of land and 
buildings, cost of materials, power and fuel, cost of transportation 
and the cost of labour are the factors that cause regional distribution 
of industries. Costs like depreciation, interest, etc. are the some irres¬ 
pective of the region and, therefore, have little influence upon indus¬ 
trial location. Cost of land and buildings have an insignificant in¬ 
fluence upon location of plants and differences in cost of raw 
materials are largely due to varying distances over which they are 
transported. Therefore, Weber, concentrated on two regional factors, 
namely transportation costs and labour costs. 

1. Kimball and Kimball: Principles of Industrial Organisation, p. 126. 
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Transportation Costs : Transportation costs arc incurred 
tr. rarrv raw materials and equipment to the factory and to carry the 
finished product to the market. Plant tend to be localised where 
cost of transportation are minimum. According to Weber 
transoo tation costs ared :termined by two factors, namely the weight 
« h. transported and distance to be covered. The weight of materials 
tob.transp natu . e of raw materials. Weber classified raw 

mawrfals into two categories-localised materials and ubiquitous 
materials Ubiquitous materials are those that are available every 
materials. 4 Such mite rials do not influence 

Of pl““ tSi»d V, ™.oria B are .hoso that ,,o confined 
onlv to certain areas or regions, e g., coal, iron-ore. jute, cement 
, 0 “ y These materials exercise considerable influence on industrial 
location. For instance, the iron and steel plants are located near 
the coal and iron-ore mines. 

Localised raw materials are further divided into two categories 
—Pure and gross. Pure or non-weight-losing materials are those 
which do not lose much of their weight in the process of production 
«,£ cotton, wool, iron-ore. Pure materials have little influence 
upon location of plants as the cost of transportation is by and large 
the same for both raw materials and finished product. Gross or 
weicht-losing materials lose most of their weight m the process of 
production, e.g., sugercane, coal. etc. Such materials pull production 
towards them as the weight of materials to be transported is many 
times more than the weight of the finished product. Weber divided 
a mathematical formula to measure the relative pull of raw materials 
and the market. The formula is given below : 

w .... Weight of the localised materials 
Material Index - W eigbt 0 f the finished product 


According to Weber, “the material index measures the total 
weight to be moved in a locational figure per unit of product and is 
termed as ‘locational weight’ of the respective industry. All indus¬ 
tries whose ‘locational weight’ therefore is not greater than two lie 
at the place of consumption’’. 1 A plant is attracted towards the 
market when ubiquitous materials add substantially to the weight of 
the product. 

(b) Labour Costs : Another primary factor which influences 
the location of industries in particular regions is the availability of 
cheap labour. An industry may deviate from the point of least 
transport cost when the savings in labour cost are greater than the 
extra transport cost involved. The pull of labour depends upon 
labour cost per unit of product and locational weight or weight to be 
transported during the process of production. Labour cost per unit 
» measured by labour cost index i.e. proportion of labour cost to 
weight of the product. To measure the attracting power of labo 
Weber devised the following formula : 



1. Alfred Weber: Theory of the Location of Industries , p. 61. 
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Labour cost Index 
Labour Coefficient = Locatioua i Weight 


Higher the labour coefficient, greater is the tendency for plants to be 
located near the centres of labour supply. 

2. St condary Factors : Certain factors cause the concentration 
or dispersal of industries. These factors are known as secondary 
factors. Weber has called them agglomerate and de glower alive 
factors. “An agglomerative factor is an advantage or a cheapening of 
p oduction or marketing which results from the fact that production 
is carried on to some considerable extent at one place, while a degro- 
merative factor is a cheapening of production which results from the 
decentralisation of production *. 1 Agglomerative factors are the external 
economies eg development of anxiliary industries, banking, insurance, 
transport, warehousing and such other facilities, supply of skilled 
labour, etc. which result from the concentration of industries at a 
particular place. Deglomerative factors are the external dis-econo- 
mics e.g. rise in wage-rates, rents, taxes, cost of land, etc. that arise 
due to excessive localisation of industries. Deglomerative factors 
cause geographical dispersal of industries. To measure the influence 
of agglomerative and deglomerative factors, Weber used the following 
formula : 

r 4 Index of Manufacture 

Coefficient of Manufacture = L>)Cdt|0nal ^e^hT 


Index of manufacture is the ratio of manufacturing costs to the total 
weight of the product. Industries with high Coefficient of Manufac¬ 
ture tend to agglomerate, while industries with low Coefficient of 
Manufacture tend to deglomerate. Agglomerative and deglomerative 
factors cause industries to deviate from the point of minimum trans¬ 
port and minimum labour costs. 

Split Location : In certain industries production takes place thro¬ 
ugh different process or stages which are independent. In such cases, 
a split location may be economical. The first stage involving waste of 
raw material may be located near the source of raw materials to save 
transportation costs. The latter processes are located near the mar¬ 
ket. For instance, cotton ginning factories are located near the 
faims i.e.y the source of raw materials. The manufacture of cloth 
from yarn is undertaken near the points of consumption. 


Critical Appraisal of Weber’s Theory 

Weber’* theory of location hi* been criticised on the following 
ground* : 

1. The theory is based upon over-simplified and unrealistic 
assumptions. Firstly , the assumption that there are fixed centres of 
consumption is objectionable. The consumers of a product are quite 
often so widely scattered that it is impossible to pin-point a fixed 

1. Alfred Weber : op. cit., p. 126. 
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consumption centre in relation to which transportation cost can be 
calculated. Moreover, shifts in population may cause changes in 
consumption centres. 

Secondly , the assumption that transportation rates are uniform 
throughout the country is not true. In practice, the freight rates 
vary from one region to another and even from one agency of trans¬ 
port to another. Moreover, the theory does not consider the influ¬ 
ence of factors like the mode of transport, the quality of goods and 
the topography of the region on the cost of transport. 

Thirdly , the assumption that there are fixed centres of labour 
and that unlimited supply of labour is available at each centre is 
unrealistic. The mobility of labour has increased and plant location 
is not only the result but also a cause of distribution of labour. Simi¬ 
larly, the assumption that wage level remain stable irrespective of 
localisation is untrue. Concentration of industries generally lead to 
an increase in wagelevels. 

2. Weber’s approach to location is lopsided. The theory does 
not take into account factors like climate, state patronage, level of 
taxation, personal and historical factors which exercise a considerable 
influence upon location of plants. The theory is based upon a few 
selected factors rather than upon empirical analysis. It has, there¬ 
fore, been described as selective rather than deductive. It lacks uni¬ 
versal application. 

3. The classification of factors as ‘Primary’ and ‘Secondary' is 
arbitrary. A particular factor which is of prime significance for the 
location of one industry may have subsidiary influence in another 
industry. Besides, the relative pull of a particular factor varies with 
time and place. 

4. Weber’s theory is based upon faulty methods of analysis. 
According to Dennison, the analysis is overburdened with technical 
considerations and is devoid of considerations of costs and prices. 
However, mathematical coefficients have been used to reduce all 
factors to a comparable basis. 

In spite of its shortcomings, Weber’s theory represents an im¬ 
portant development in economic theory. It is the first s>stematic 
analysis of the complex problem of industrial location. It would be 
more advisable to improve it rather than to discard it. Andreas 
Predohi make an attempt to explain the theory of location in terms of 
the general theory of substitution. According to him a shift in 
location arises because of the substitution of certain factors of pro¬ 
duction. His approach, however, fails to explain the location of 
new plants. 

Florence’s Inductive Theory 
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to an area is not so important as the relation of the industry to the 
distribution of the occupied population as a whole. Florence used 
two new concepts viz. ‘Location Factor’ and Coefficient of Localisa¬ 
tion* to measure the relationship between distribution of an industry 
and the occupational distribution of population. 

Location Factor is an index of the degree of concentration of 
an industry in a particular region. It can be expressed as follows . 


Total number of workers 
in an industry employed 
in the region 

Loca'ion factor = Tota , nuraber of worker^ 

in the industry through¬ 
out the country 


Total industrial 
population of the 

region _ 

Total industrial 
population of the 
country 


The location factor for each region would be one or unity if an in¬ 
dustry is evenly distributed over the whole country. If the location 
factor exceeds one, it indicates that the region has a higher share of 
the industry than what is legitimately due to it. A location factor of 
less than one shows the region is not having a sufficient share of the 
industry. The calculation of location factor is illustrated below : 


Suppose— 


Total number of industrial workers in the country = 7.00,000 
Total number of workers employed in Jute industry = 70,000 
Total number of industrial workers in Eastern region — 

2.80,000 


Total number of workers employed in Jute Industry 
in the Eastern region 


35,000 


Then- 

Location factor = 


35.000 

70.000 


. 2,8o.oro 

• 7,00,000 



1.25 


This indicates that there is a concentration of Jute industry in 
the Eastern region. 

Coefficient of Localisation is an index of the propensity of a 
particular industry for concentration in any part of the country. It 
is the sum of plus deviations (divided by 100) of regional percentages 
of workers in a particular irdu^ry from the corresponding regional 
percentages of workers in all industries. Let us suppose that in India 
there are 3,00,000 industrial workers distributed as 60.000, 30,000, 
40.000 and 1,20.000 in Northern, Southern, Eastern and Western re¬ 
gions of the country respectively. Let us also suppose that the 60,000 
workers employed in the Sugar Industry of the country are distribu¬ 
ted as 30,000, 20.000, 5.000 and 5,000 in the above four regions 
respectively. The calculation of the coefficient of localisation is 
shown below: 
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Reg ons 


Percentage of Work¬ 
ers in the regions 
to all workers in 
the country 


Percentage of Work¬ 
ers in the Sugar 
industry in the 
region to all workers 
in the industry 


Deviations 


Northern 
Southern 
Eastern 
Western 

Sum of plus deviations 


20 

10 

30 

40 


50 

33.34 

8.33 

8.33 


—30 
—23.34 
+ 21.67 
+ 31.67 


Coefficient of localisation = —^ 


= 53.34 
53 34 


0.53 


The coefficient localisation in the above example is high which indi¬ 
cates that the industry is localised in certain regions. A low co¬ 
efficient localisation implies that the industry is dispersed throughout 
the country. Extreme localisation will yield a coefficient approaching 
unity while a coefficient of zero signifies complete co-incidence region 
4 by region’ of a particular industry with all the industries. 

Limitations of Florence's Theory 

Florence’s inductive analysis provides a valuable statistical 
technique to measure the degree of industrial concentration. It is 
more accurate and empirical than the Weber’s theory. But Florence's 
theory can reveal only the existing pattern of ndustrial location. It 
does not explain the causes of a particular form of industrial concen¬ 
tration. Further, the location factor takes into account the number of 
workers employed in a particular region. Number of workers is no 
doubt a simple and convenient basis of comparison but it is not as 
correct a guide of the degree of concentration of an industry as the 
output or capital investment. The coefficient of localisation is not a 
sure indicator of the tendency of an industiy to localise. It has a 
verification rather than determination value. Thus Florence s theory 
cannot serve as a guide in framing a national policy on the location 
of industries. 


Factors Affectiog Location 

The choice of location depends upon the weighing and balanc¬ 
ing of several economic, social and political factors. Sometimes, 
these factors are classified as primary and secondary. But the import¬ 
ance of a particular factor varies with the nature of industry and 
time A factor which is primary for one industry or at one point of 
time may be secondary for another industry or at another poi.it of 
time. The choice of an optimum location requites judicious balancing 
of all factors affecting location Like the op'imun size, the optimum 
location is the result of a reconciliation between the pulis of several 
factors. In the words of Spriegel “Piant location is often the result of 
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a compromise among conflicting social, economic, governmental and 
geographical considerations.*’ 1 The various factors which should be 
taken into account in deciding the location of a plant are stated 
below : 

ly/fcaw Materials : The availability of required type and 
amount of raw materials at an economical cost is very important 
factor in the locational decision. On an average, about half of the 
cost of finished product is made up of raw material cost. The in¬ 
fluence of raw material on location depends upon the nature and 
location of the materials. Raw materials,'which are localised at few 
places (called unubiquitous) e g. cotton, iron, etc. and which are 
perishable, e.g fruits, eggs, etc. exercise a great influence on plant 
location. On the other hand, ubiqui ous raw materials, i.e. t which 
are found at all places, e.g. t water, clay, sand, etc. have little in¬ 
fluence on location. However, if the material is required in subs¬ 
tantial quantities or is of a particular type, then ubiquitous raw 
material may also be important. For example, paper manufacturing 
plants require a regular supply of a large quantity of pure water and 
are, therefore, generally located near river banks. 

The transport cost of raw material depends greatly on the 
location and the nature of raw materials. Materials which are bulky 
or heavy in relation to their value, eg., coal, stone, timber, etc., are 
costly to carry. Similarly raw materials which Jose most of their 
weight (gross or weight-losing materials) in the process of produc¬ 
tion, eg., sugarcane, coal, etc , are more costly to transport than pure 
or non-weight-losing raw materials, like cotton, wool. etc. That is 
why sugar mills, iron and steel plants, jute mills are located largely 
near the source of raw materials. 

When an industry depends upon imported raw materials, plants 
may be located near port towns. A plant using several matt rials 
located at different places may have to be located at a common place 
where the total cost of transporting different materials is minimum. 
In addition to cost, the reliability or continuity of the source of raw 
materials should also be considered. 

Nearness, easy accessibility, regular and abundant supply, 
quality and cost of raw materials are thus important considerations 
in location. 

Markets : Nearness and easy access to market is an im¬ 
portant consideration because the promptness and cost of service to 
customers depends upon proximity to the market. Jute, cotton and 
sugar mills have tended to come closer to markets. 

An industry is likely to be located near the market when the 
finished product is very expensive to carry due to its bulk, weight, 
fragility and perishability. This explains the concentration of auto¬ 
mobile, textile, dairy, fruit canning and ice industries near the 

I. Spriegel & Lansburgh : Industrial Management , p. 11.1. 
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. , industries located near the market not only effect a saving 
market. b als0 ma j nta j n a close contact with the 

,D Qtnmers and provide aftersales service effectively. In mdust- 
customew an | a nd international demand, plants may be spread 

over wide geographical areas to have close proximity to all markets 
In ca^ of regional demand, plants are located near the market For 
instance, a press printing Marathi books is likely to be located in 
Maharashtra. 

Thus “the place of production will be either at the source ot 
material or at the place of consumption, according as the material or 
The finished article is the more expensive to carry. It is likely to be 

It the source of material if the material is more expensive to carry 

fhan the finished product. This is likely to be the case wherever the 

finished product embodies comparatively little of the weight of the 

raw materials employed in manufacture. The place of production is 

likelv to be at the place of consumption where the final product is 

more expensive to carry became it is more^ bulky, more fragile 
or more perishable than its raw materials. Weber has called 

[ weight of the localised materia l 1 
weight ofThe finished products J ,n h,s tamoUS 

theory of location. If the index exeeeds one, plants tend to be 
concentrated near the source of materials and vice versa. 

'Sr^Labour Supply : Availability of adequate supply of labour 
with appropriate skills is another important factor influencing loca¬ 
tion. Besides quantity and quality, the cost and produciivity of 
labour, attitudes of trade unions and state of industrial relations in a 
particular region are also important./ Abundant supply of skilled 
labour explains the concentration of^ifidustries in Bombay, Ahmeda- 
bad, Jamshedpur, Kanpur, etc. Jagadhari. Ferozabad and Aligarh 
have become centres of brass ware, glassware and lock industries res¬ 
pectively due to the same reason. The pull of labour on location 
has, however, been reduced by mechanisation of production, increas¬ 
ing mobility of labour, widespread unemployment, national wage 
agreement®* and uniform labour laws. 

*^WebejL. has summed up the influence of labour supply as 
follows : Labour coefficient = labour cost/locational weight. Location¬ 
al weight is the total weight of materials and finshed product to be 
transported in the process of production and distribution. Greater 
is the coefficient, more is the pull of labour. 

4. Transportation and Communication : Adequate, reliable and 
economical facilities for the storage, handling and carrying of mate¬ 
rials and finished products are essential to every factory. Transport 
facilities are especially important in industries having heavy, perisha¬ 
ble and weight-losing raw materials or finished products. From the 
point of view of transport, the ideal location is one that is directly 


1. E.A.G. Robinson : The Structure of Competitive Industry, p. 146. 
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served by water, rail, road and air transport and where the aggregate 
costs of transport per unit of finished product ate the lowest possible 
on?. The junction points of railways, roadways and waterways 
tend to become important industrial centres. Industrialists are re¬ 
luctant to locate their p'ants in the villages due to the absence of( 
imoroved meins of transport and com nunications. Transport « 
policy also affects location. The earlier policy of railways to stimu-. 
late traffic to por f towns tended to make industries concentrate iry 
port towns. I 

Power and Fuel : With increasing mechanisation, regular 
and adequate supply of power and fuel hasroecome an important 
factor in location. Industries like iron and sfeel that require large 
amounts of coal tend to be located near coal mines. This is illus¬ 
trated by the localisation of iron and steel plants in Bengal. How¬ 
ever with the development of new sources of power like electricity, 
oil, gas, etc., industries tend to be dispersed. Frequent breakdown 
•of electricity in certain parts of India has caused a shift in industrial 
location. 

y6. Climate and Topography : Soil and topography (hilly and rocky 
surface) influence cost transportation.- Climate influences the 
capacity to work on the part of workers Particular temperature and 
humidity are required in certain industries For example, flour mills 
require a dry climate while cotton tex'ile mills need a humid climate. 
Development of artificial humidification and airconditioning has redu¬ 
ced the importance of cl mate to some extent. Therefore, the cotton 
textile industry originally developed in Bombay and Ahmcdabad has 
gradually spread up throughout the country. ^Regions which are sub¬ 
ject to frequent floods, earthquakes, draughts and mild temperature 
do not attract industries. Natural factors are particularly important 
in extractive industries. 

s/1. Momentum of an Early Start : Once an industry becomes 
established in a particular region, skilled labour, repairs and other 
auxiliary facilities and community services develop there. New plants 
are, therefore, attracted in that region. It is more expensive to set 
up a new plant at some other place where such facilities and services 
have not yet developed. The film industry in Bombay is an example 
of the importance of this factor. Similarly, distillery industry tend to 
be located near sugar factories because molases which is the by-pro¬ 
duct of sugar industry is the raw material of distilleries. 

^ 8\ Personal and Historical Factors : Non-economic considerations 

like^preference of the entrepreneur and historical events also influence 
location. Many successful plants have no apparent economic reason 
for their present location. Robinson gives two such examples “Mr. 
Ford started manufacturing motor cars in Detroit because it was his 
home town and Lord Nuffield selected Cowley because the school 
in which his father was educated happened to be for sale.” 1 Iq. India, 
Calcutta became an industrial cen're due to the East India Company. 

1. E.A.G Robinson : Tie Structure of Competitive Industry, p. 158. 
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in ciirh cases production is attracted towards management and 
entrepreneurship due to sentimental factors. 

o Strategic Considerations : Various political factors, like law; 
and order political stability, local rates and taxes, industrial policy of 
the local government, state patronage, etc. also influence local.on. 
Balanced regional development of the country is necessary from the 
nt of view of defence and social problems, like slums, optimum use 
of resources, disparities in income and wealth, etc. The government 
reVuTates location through licensing, etc. and encourages industrialists. 
In locate in backward regions.;The new industrial policy of the govern¬ 
ment of India states that in future generally no licence will be given to 
industries to be set up in metropolitan cities with a population of 
more than 10 lakhs and other urban areas with more than 5 lakhs 
ooDulation. In Moghul days, cottaee industries thrived near the courts- 
of rulers due to their patronage Concessions, incentives and special 
advantage of a place also influence the choice of location. 


10 Miscellaneous : Community attitudes and facilities also in¬ 
fluence location. Industrial atmosphere in a region is reflected my 
people’s attitude towards industries and public relations. Community^ 
facilities, such as housing, medical, recreation, fire-fighting,education¬ 
al shopping and cultural opportunities are other considerations. 
Banking and credit facilities are also important. Future plans regard¬ 
ing expansion and diversification should also be taken into account. 


To sum up “in selecting a general location, management must 
investigate the present and possible future adequecy of markets for 
the product, sources of raw materials, labour, transportation, power 
and fuel supply and proximity both to allied and to necessary service 
industries. In addition, it must consider the climate of the locality* 
the character of the community, local, and State tax rates, the advan¬ 
tages of decentralisation.” 1 


SELECTION OF REGION AND SITE 


A locational decision is made in three stages. First of all the- 
region is chosen, then the particular locality (village or city) is decided 
and finally the exact site is selected. Factors affecting the choice of 
region and locality have been described above. Selection of factory 
site is based on the following factors: 


(a) Availability of sufficient and suitable land at economical 
rates for present as well as future needs. Availability of 
buildings at reasonable rent. 

(b) Availability of required labour and the prevailing wage- 
rates in the locality. Also the attitudes of local labour and 
trade unions. 

(c) Public services, like local transport, water disposal, drainage 
facilities, physical surroundings, etc. Soil and topography 

1. John A . Shubin : Business Management, p. 61. 
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must be suitable lor the type of buildings to be construc¬ 
ted. 

(d) Zonal and other regulations regarding construction of build¬ 
ings, land development costs and load bearing capacity of 
the surface. 

(c) Adequate and economical supply of water, power, fuel, 
gas, etc. ' 

(f) Adequate Transport and communication facilities. The site 
must be well connected by rail, road, air, etc. 

(g) Local population and its purchasing power and attitudes, 
i.e. the nature and size of the local market. 

(h) Local rates, taxes, subsidies and living conditions. 

(i) Existence of auxiliary industries and facilities, like post- 
offices, banks, warehousing, consultancy, etc. 

(j) Social amenities like housing, medical, education, etc. 

(k) Character and attitude of the local community.^^' 

Oo the basis of these factors, a survey of alternative sites can 
be made. The costs of establishment and operation for each site can 
be calculated and compared with each other. A sample statement 
showing the comparative cost of two sites is given below : 

COSTS OF ALTERNATIVE LOCATIONS 


Costs of Establishment 

Site X 

Rs. 

Sitt Y 
Rs. 

Land and Buildings 

2,50,000 

2,35.000 

Equipment 

50.500 

50.500 

Transport Facilities 

12.400 

14,800 

Costs of Operations 



Freight and Carriage 

24.800 

26,400 

Water 

7.500 

6.600 

Labour 

68,000 

61,200 

Power and Fuel 

9,300 

7,800 


Total 4,22,500 

4 02,300 


The statement indicates that from a purely economic standpoint 
location Y is preferable to X, though in some respects X has lower 
costs. The ideal location is the place of maximum net advantage or 
lowest unit cost of production and distribution. 

Three types of location available for a p*ant are village (or 
countryside), city and suburbs. The last is a combination of the earlier 
two. Village or country site offers advantages of abundant supply 
of cheap land, abundant supply of cheap unskilled labour, heal- 
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, „„„ndines incentives and subsidies, minimum municipal and 
‘^hefreBulaiions,’ absence of traffic congestion and over-crowding and 
? the L an d taxes But there is lack of adequate supply of skilled 
labour and absence of housing, education, medical, banking and such 
faculties. On the oiher hand, city site provides skil ed labour, 
ouitharv services like repans, etc., banking and credit facilities large 
? UX market belter transport and public services. But land and 
huUdings are cosily in cities. Rents and taxes are high, municipal rest- 
S ons are ttnngent and wage rates are high. Mo.eover over crowd- 
fn P congestion of traffic and pollution are common in the cities. A 
oihurb seems to offer the advantages of both. Recent trends indi¬ 
cate that industrial estates have been developed on the outskirts of 
big cities. For example Okhla, Faridabad, Ghaziabad, Bahadurgarh, 
etc. have become important industrial centres around Delhi in India. 


Dynamics of Location : The significance of various factors in¬ 
fluencing location changes with time due to natural event and human 
actions A place that is an ideal location may become unprofitable 
with chances in technology, transport and the development of other 
regions With increasing concentration ot industries at one place 
costs of operation increase. In recent years, there has been decen¬ 
tralisation and dispersal of certain industries due to the pressure ot 
concentration or localisation. Extreme localisation of industries 
leads to several economic and social problems like slums, over-crowd- 
ine, insanitation, shortage of drinking water, high rents and taxes, 
industrial unrest, etc. Dispersal of industries aims at avoiding these 
problems and taking advantage of low costs of labour, low rents and 
rates, government subsidies and incentives, balanced regional deve¬ 
lopment, etc. 


The changes which require shifts in location have been classified 
into four categories : (a) Secular changes, such as shifts in population, 
expansion of plant, exhaustion of local raw materials, expiry of lease, 
etc ; (b) Structural changes, such as new techniques of production, 
new resources, development of electricity as a source of power, artifi¬ 
cial humidification, new means of transport, increase in prices of 
land, problem of slums, etc.; (c) Cyclical changes, such as changes in 
the distribution of income and wealth; (d) Seasonal changes, such as 
snowfall, heavy rains, etc. in particular periods in a region. 


Present trends in location point out the tendency to locate 
plants away from cities in the suburbs or smaller towns. Secondly, 
there is a shift in favour of planned industrialisation and industrial 
estates have been developed which provide all facilities to plants sys¬ 
tematically. This makes for a balanced development and avoids 
haphazard growth of industries. Finally, there is a trend towards 
physical'dispersal of plants due to the emphasis on balanced regional 
development for economic, social and strategic reasons. 

Vast size of our country and enormous distances over which 
goods have to travel, increase in land values, wide dispersal of raw 
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materials, development of hydro-electricity, economic and social prob¬ 
lems created by excessive concentration of industries, government 
regulation of location to ensure planned and balanced development 
-of the country are important factors which have created a trend 
towards dispersal of industries. 

GOVERNMENT POLICY ON INDUSTRIAL LOCATION 

In India there has been concentration of industries in general as 
well as in particular. In general industries are localised in certain 
states like Maharashtra, West Bengal, Gujrat, Tamilnadu, etc. In 
particular, there has been heavy concentration of certain industries 
in some states. For instance, the Jute industry is localised in West 
Bengal, Sugar industry in Uttar Pradesh and Bihar, Cottou textile 
industry in Maharashtra and Gujra:, etc. 

The following table shows that 

Chief Elements of Industrialisation—Percentages (1975-76) 


State Factories Capital Investment Employment Ouipu t 


Maharashtra 

17.3 

14.1 

18.3 

24.0 

West Bengal 

8.3 

8.1 

14.3 

11.5 

Gujrat 

10 9 

7.0 

9.2 

100 

Tamilnadu 

10.3 

7.0 

100 

9.8 

Bihar 

5 1 

10 5 

5.5 

6.1 

Uttar Pradesh 

6.8 

4.9 

8.5 

6.7 

Karnatka 

60 

4.2 

5.1 

4.3 

Andhra Pradesh 

8.6 

43 

7.3 

5.7 

Madhya Pradesh 

4.0 

5.8 

4.3 

42 

Other States 

22 7 

34.1 

17.5 

17.7 

Total 

100 

100 

100 

100 






Source : Annual Survey of Industries, 1975-76. 


Maharashtra, West Bengal, Gujrat and Tamilnadu account for more 
than one third of the toial industrial activity in the country. Madhya 
Pradesh, Jammu & Kashmir. Himachal Pradesh, etc. remain indus¬ 
trially backward. Apart from backward states, there are backward 
pockets in every state. According to one study more than 40 percent 
of the population of Bihar, Uttar Pradesh, Orissa, Madhya Pradesh 
■and Rajasthan live in backward pockets. 1 

Concentration of industries leads to several economic and 
social evils. It results in gross inequalities in the distribution of 
income and wealth. People living in backward areas are deprived 
of equal employment opportunities. Concentration of industries 
creates problems of housing, transport, slums, health, traffic-conges- 

I. G.D. Somani: “Industrial Liberation of Backward Areas” in The Economic, 
Times , dated 31st October, 1965. 
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tioo, pollution, etc. It also poses a danger to peace and cohesion in 
society. 

Concentration of industries arises mainly because the private 
entrepreneur decides location purely on economic considerations of 
costs and prices. He does not take into account the social costs and 
benefits Prior to independence, little attention was paid to regional 
planning. In the abseoce of regulation, there arose heavy concentra¬ 
tion of industries in certain states. Thus Government’s regulation 
of industries becomes necessary to achieve balanced regional deve¬ 
lopment through the dispersal of industries and to avoid the prob¬ 
lems created by concentration. 

Balanced Regional Development 

After independence, the Government of India adopted the 
poliev of balanced regional development with regard to the location 
of industries. The Industrial Policy Resolution of 1948 stated that 
necessary facilities would be provided for the development of back¬ 
ward areas so as to reduce progressively the regional disparities in 
the levels of development. The Industrial Policy Resolution of 1956 
observed “in order that industrialisation may benefit the economy of 
the country as a whole, it is important that disparities in levels of 
development between different regions should be progressively redu¬ 
ced”. The Resolution emphasized the development of industrial 
estates in backward areas and the location of public sector projects 
in such areas for this purpose. 


Balanced regional development has also been a vital part of 
economic planning in India. The First Five Year Plan staled that 
“the balanced development of different parts of the country, exten¬ 
sion of the benefits of economic progress to the less developed 
regions and wide spread diffusion of industry are among the major 
aims of planned development.” The Second Plan suggested that 
facilities should be provided to backward areas and programmes 
should be undertaken for expanding village and small-scale indus¬ 
tries so as to reduce regional imbalance in industrial development. 
The Third Plan pointed out that “over a reasonable period all 
regions in the country should realise their potential for economic 
development and should attain levels of living not far removed from 
those of the nation as a whole The Plan outlined following measures 
for regional development : 


(a) establishment of industrial estates in backward areas where 
basic facilities like water, power, transport, etc. would be provided; 

(b) development of small-scale and rural industries; 
areas’^ eXpansi ° n of trainin S and otfaer facilities in underdeveloped 


(d) preference to industrial 
areas in the matter of licensing; 


units to be located 


(e) encouraging mobility of labour force, and 


in backward 
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(f) conducting investigations into economic trends and rates of 
growth in different regions to find out possibilities for dispersal of 
industries. 

The Fourth Five Year Plan stated that “the requirement of 
non-farm employment was so much and so widely spread throughout 
the country that a greater dispersal of development is a matter of 
necessity in the Indian context. The Plan stressed coordinated action 
at the central, state and local levels. State Governments were re¬ 
quired to develop new industrial area and to provide infra-structural 
facilities at suitable focal points. Following steps were taken under 
the Plan : 

(a) the National Development Council modified the criterion 
for allocation of control assistance to states, so as to favour 
relatively backward areas; 

(b) more than three-fourths of the total public sector outlay 
was earmarked for industrial projects to be set up in back¬ 
ward areas; 

(c) slate Governments were required to formulate plans for the 
removal of inter-district disparities in development; 

(d) the Planning Commission in consultation with state govern¬ 
ments selected 209 backward areas for concesional finance 
by the public sector financial institutions; 

(e) the Rural Electrification Corporation was set up to advance 
loans to electrification projects on favourable terms; 

(f) special schemes were formulated to assist ‘problem areas*. 

The Fifth Plan laid stress upon the development of small-scale 
and local industries in backward regions. The Industrial Policy 
Resolution of 23rd December, 1977 pointed out that “the government 
attaches great importance to balanced regional development of the 
country so that disparities in levels of development between different 
regions are progressively reduced. The Resolution stipulated that no 
more licenses would be issued to industrial units in big cities having 
a population of more than 10 lakhs and urban areas with a popula¬ 
tion of more than 5 lakhs as per the 1971 census. 

The policy of balanced regional development is designed to 
secure the following objectives : 

(i) to reduce regional disparities in the distribution of incomes 
and wealth and in the levels of living; 

(ii) to provide employment opportunities on an equitable basis; 

(iii) to secure optimum utilisation of national resources; 

(iv) to safeguard industrial development against external 
attacks; 

(v) to avoid the social evils of slums, traffic-congestion, over* 
crowding, etc. 
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Measures for Dispersal of Industries 

The Government of India has adopted a dual approach to 

re balanced development of different parts of the country. The 
annroach consists of (i) positive measures encouraging establishment ot 
industries in backward areas, and (ii) negative measures restraining 
the establishment of new plants in highly developed areas. These 
measures are described below : 

1 Positive Measures : The Government provides several incen¬ 
tives and facilities to induce industrialists to set up plants in industri¬ 
ally backward regions. Some of the important incentives available 
at present are given below : 

(a) creation of necessary infrastructure like transport and com¬ 
munications network, power, fuel, water supply, banking, etc. in 
backward areas; 

(b) development of industrial estates in backward areas with 
facilities of land, power, water, etc. at concessional rates; and develop¬ 
ment of factory sites in problem areas; 

(c) a tax free grant of Rs. 5 lakhs or ten per cent of fixed capi¬ 
tal investment to industrial units being set up in a backward area; 

(d) public financial institutions like the Industrial Development 
Bank of India, Industrial Finance Corporation of India, etc., provide 
loans at low rates of interest to industrial units to be set up in any of 
the 246 backward districts specified by the government; 

(e) New industrial units to be set up in backward areas are 
exempt from income tax on 20 per cent of their profits until 1984; 

(f) a grant of 50 per cent of the transport cost on raw mate¬ 
rials is given under the ‘Transport grant 1971’ scheme to industrial 
units being set up in the hilly areas of Jammu and Kashmir, Assam, 
Meghalaya, Nagaland, Manipur, Tripura, Arunachal Pradesh, Mijo- 
ram, Himachal Pradesh and Uttar Pradesh; 

(g) special concessions are given to small industrial units in 
backward areas in the matter of raw materials, foreign exchange, etc.; 

(h) special training facilities in under-developed regions; 

(/) central assistance to states for the development of their 
backward districts; 

(j) liberal issue of licenses on a preferential basis for setting up 
plants in under-developed regions; 

( k) development of small-scale and rural industries on a local 

basis; 

(/) preference to backward regions in the matter of setting up 
public sector undertakings; 
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(m) use of every major project as a necleus for integrated deve¬ 
lopment of the region as a whole. For instance, ancillary industries 
are being developed around steel plants, etc. 

2. Negative measures I Negative measures include restrictions 
and disincentives designed to discourage the establishment of new 
industrial units in concentrated areas. The main restrictions are as 
follows : 

(a) under the Industries (Development and Regulation) Act 1951, 
an industrial license must be obtained for the setting up of a new 
industrial unit as well as for substantial expansion of an existing unit. 
While granting license, the government ensures that undue concentra¬ 
tion of industries does not take place. As per the new industrial 
policy new licenses are not to be given for starting industries in big 
cities having a population of more than 10 lakhs and urban areas with 
a population of more than 5 lakhs. 

(b) while granting his approvel for new issues of capital under 
the Capital Issues Control Act, the Controller of Capital Issues is 
required to give due consideration to the location factor. 

(c) the government may raise local taxes and rates in concen¬ 
trated areas. 

Through a package of positive and negative measures, the 
government is thus making an earnest attempt to achieve balanced 
regional development. However, balanced development is t linked 
with rapid development of the country as a whole. Any undue haste 
in regional balance without regard to the overall interests of the 
country would be harmful. A balance must be maintained between 
the conflicting goals of balanced development and rapid economic 
growth. 
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UNIVERSITY QUESTIONS 


1 Explain Weber's theory of Industrial location. What are the limitations of 
this theory ? 

2 Critically examine Sargent Florence's theory of industrial location. 

1 Describe the factors which should be taken into account in deciding the 
location of plant. (Delhi, 1974) 

a What considerations should be borne in mind while selecting site for a 
proposed faciory ? (Delhi, 1970) 

5 ««The locational pattern of industries in India needs corrective measures." 
Do you agree ? 

6 "The governing principle is that the location of a plant should be fixed in 
such a manner that the people interested in its success can sell goods most profit¬ 
ably and manufacture them with the least expense." Explain. 

7 . How will you select the location for the following : 


(a) A fertiliser plant, 

(b) A mini steel plant, 

(c) A departmental store ? 

8 . Explain the Government policy regarding location of indusiries in India. 

What are the objectives of Government's regulation of industrial location in the 
country. ? 

9. The Fresh Foods Corporation is about to make a decision on the site of 
its new meat packing plant. Management has two alternative locations before 
it. The first is a small town with a large supply of untrained labour. There are 
no unions and wages arc comparatively low. The town is also close to a railway 
line. The other location is a large city in the centre of the company's sales 
area but away from the source of raw materials. The city has an adequate 
supply of trained labour having strong trade unions. 

Decide between the two locations. 
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Forms of Private Business Ownership 

(PROPRIETORSHIP AND PARTNERSHIP) 


Ownership is a legal concept that bestows certain rights and 
liabilities upon the owners. The rights and responsibilities vary 
according to the form of ownership. Forms of ownership are legal 
forms in which a business may be organised and operated. Different 
forms are used for private and state enterprises. In this chapter and 
in the next two chapters we are concerned with the forms of private 
business ownership only. Forms of organising state enterprises are 
described in chapter 19. 

A private business firm may be owned by a single individual or 
by a group of persons. When owned and controlled by a single 
person, it is known as single proprietorship or sole proprietorship. 
Several persons may jointly own and operate a business in the form 
of a Joint Hindu family, a partnership, a jo nt stock company or a 
cooperative society. There are, therefore, five different forms of 
private business ownership as stated below: 

1. Sole Proprietorship 

2. Joint Hindu Family Firm 

3. Partnership 

4 . Joint Stock Company 

5. Co operative Society. 

These five forms are shown in Fig. 6.1. Out of these, the first 
three are explained in this chapter and the last two forms are descri¬ 
bed in the next chapter. 

SINGLE PROPRIETORSHIP 

Single proprietorship or individual proprietorship is a form of 
business ownership in which a single person supplies the entire capi¬ 
tal, gets all the profits and bears all the risks. He alone controls 
the business though he may employ a few assistants to help him in 
management. He takes all the decisions himself. In other words, 
sole proprietorship is a business founded, financed, operated and 
controlled by one individual. According to Wheeler, “the sole pro* 
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Fig. 6.1 

prietorship is that form of business ownership which is owned and 
controlled by a single individual. He receives all the profits and 
risks all of his property in the success or failure of the enterprise.” 1 
The sole proprietor carries on bnsiness exclusively by and for himself. 
He is not only the owner of the business but also its founder, orga¬ 
niser and manager. He takes all the profiis and assumes full respon¬ 
sibility for losses. In the words of Haney “the individual entre¬ 
preneur form of business organisation is an organisation at the head 
of which stands on individual as the one who is responsible, who 
directs its operation, and who alone runs the risk of failure”. 2 
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Chief Characteristics of Sole Proprietorship 

The foregoing description reveals the following essential features 
of sole proprietorship : 

(/) Single Ownership : The proprietor is the sole owner of the 
firm. He may borrow money from others but he alone provides the 
capital for the business. 


(//) One-man Control: In a sole proprietorship, the owner him¬ 
self acts as the manager and controller of the firm. He may employ 
assistants but he alone has the final authority. He takes all the decisi¬ 
ons and has complete personal control over the affairs of his business. 

(iii) No separate legal entity : A sole proprietorship firm has 
no legal existence apart from the owner. The proprietor owns every- 

Sr firm TV* he ° wes everything the firm owes. No 
distinction is made between the assets and liabilities of the owner 


1. B.O. Wheeler : Business—An Introductory Analysis, p. 161. 

2. L.H. Haney : Business Organisation and Combination, p. 40. 
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and those of the firm. The proprietor and the firm are one and the 
same in the eyes of law. 

(iv) Undivided risk : The proprietor bears all the risks of the 
firm as there is nobody to share them with him. The profits and 
losses of a sole proprietorship belong exclusively to the proprietor. 
He gains all and risks all. 

(v) Unlimited liablity : The liability of the sole proprietor is 
unlimited. In other words his liability is not limited to the assets of 
the firm. His private property may be attached in case the business 
assets are insufficient to meet the claims of the firm’s creditors. 

(vi) Freedom from government control : Sole proprietorship is 
free from legal regulations or formalities. Any person capable of 
entering into a contract can start a sole proprietorship without any 
legal formality. 


Advantages 

l^Solc proprietorship has following advantages : 

^f) Ease of Formation :6ole proprietorship is easiest to form and 
simplest to operate. No legal formalities are required and there is 
little formal organisation. No agreement is to be made and regis¬ 
tration of the firm is not necessary.^ A formal licence may, however, 
be needed in some businesses e.g. liquor, drogs^etc. Thus little time 
and expense is involved in the setting up of a sole proprietorship. 

>Km rfi) direct Motivation : The proprietor receives all the profits 
and bears all the risks ol the business and is not required to share 
anything with others. There is a direct relationship between effort 
and reward so that the proprietor is motivated to give his best to the 
firm. He will, therefore, work hard to maximise economy and 
efficiency./ There exists maximum incentive for the proprietor to take 
personal interest and operate the business as effectively as possible. 

L (Hi) Flexibility : The sole proprietor is free to change the 
nature and scope of his business. Due to small fixed investment, he 
can adapt the business easily to changing market conditions. In 
other words, single proprietor has the greatest freedom to adjust 
his plans, methods and procedures to varying circumstances and to 
adopt his business to changing conditions. He caB change his plans 
and policies and there is widest possible opportunity for free thinking 
an^esolute action. 

■ ^ * 

(/v) Quick Decision and Prompt Action ^The proprietor need not 
consult others to take a decision or an action. There is absolute 
freedom of action. No red-tape or bureaucratic procedures are in¬ 
volved. The proprietor being the sole architect of his business, quick 
decisions and prompt action are very much possible. There is nobody 
to interfere in his decisions or actions and there is no clash of in¬ 
terests. Sole proprietor can, therefore, take full advantage of business 
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nnnortunitiesjAccording to Wheeler “sole proprietor can take action 
Zh?masimlm of speed and minimum of friction He is his own 
boss and need consult no one with regard to business decisions. 

(v)/ Personal Touch : A sole proprietor can maintain intimate 
nersonallcontacts with his customers and employees. He knows them 
personally and can create good relations with them. The proprietor 
is devoted to his business and can bring to bear on it the full 
strenothand ability of all working in the firm. He can take care 
of individual tastes and attitudes. Close personal touch increases the 
goodwill of the business.- ^ 

y^(vi) Minimum Government Regulations : The proprietary firm is 
subject to little control by the Government. The proprietor needs 
keep no accounts, render no reports and need not get his accounts 
audited. There are no legal restrictions on the expansion or contrac¬ 
tion of the business. There is almost unlimited freedom of action 
in day to-day operations which promotes initiative and interest in the 
efficient operation of the organisation. “The individual proprietor 
is the supreme judge of all matters pertain ng to his business, subject 
only to the general laws of the land to such special legislation as may 
effect his particular business.” 2 

(vii) *tff(iximum Secrecy : A sole proprietor can keep his affairs 
to himself There is no body to share his secrets and no reports are 
to be published. This is important in businesses where a secret for¬ 
mula or process is a distinct advantage to the firm. 

(Itffi'lnexpensive Management : The administrative costs of sole 
proprietorship are comparatively low because the business is 
supervised by the sole trader himself and at times by one or two paid 
assistants. 

(txf'Absolute Control : The sole proprietor is all in all in his busi¬ 
ness. He has complete control on policy making and working of the 
firm. Absolute control makes for centralised direction. The centralised 
authority assures flexibility and adoptability of management. 

(x) Credit Standing : The liability of a proprietor is unlimited 
and creditors can look to the personal property of the owner. A 
proprietary firm enjoys a high credit standing where the private 
property df the owner is quite large. A reserve security of personal 
assets raisesJris credit-standing. 

Ease of Dissolution : A sole proprietorship firm can be 
dissolved at any time without any legal or other formalities. Ease of 
dissolution is important in case of a temporary business. 

(xii) Social Utility : In addition to its economic benefits, sole 
proprietorship possesses great social value. It is socially desirable 
on the following grounds : 


1. B.O. Wheeler : Business : The Introductory Analysis, p. 163. 

2. Kimbal & Kimbal : Principles of Industrial Organisation , pp. 105-106. 
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(a) Self-employment : Sole proprietorship provides an oppor¬ 
tunity for honourable and independent living to those who 
do not want to serve others and who take pride in owner¬ 
ship and control of their own business. People with small 
means can utilise their initiative and skills as a sole 
proprietor. 

(b) Diffusion of economic power : Sole proprietorship helps in 
reducing concentration of income and wealth in a few 
hands. “The preservation of single proprietorship ofTers 
the best promise of securing motivation and wide-spread 
ownership and control of industry.” 1 Sole proprietorship 
may also be helpful in decentralisation of industry. 

(c) Development of personality : Sole proprietorship provides 
opportunity for the development of personal and social 
qualities like self-reliance, initiative, responsibility, judg¬ 
ment, etc. 

Due to its social benefits, a sole proprietorship firm enjoys the 
support of the government and a good image in the public. 


Disadvantages 

A single proprietorship, on the other hand, suffers from several 
limitations. 


1. unlimited Liability : The sole proprietor is fully liable for 
all the debts of the business. His private property, not invested in 
business, can also be taken over by the creditors. Unlimited personal 
liability may lead to complete ruin of the owner in case of failure 
due to adverse business conditions or errors of judgment. This 
restricts the size of the firm to modest scales and economies of large 
scale arc not available. The gieatest drawback of sole proprietor¬ 
ship is its unlimited liability. 


2.y^fdmited Finances : The financial resources which a pro¬ 
prietary concern can raise are limited to the personal funds and 
borrowing capacity of the owner. The bargaining power of a sole 
proprietor is limited and his assets are not generally large enough 
to provide security to creditors. Therefore, businesses requiring heavy 
investments cannot generally be organised in this form. There is 
little scope for expansion and growth. 


Unbalanced Management : The owner who is the only judge 
of his business cannot be an expert in all aspects of business. His 
decisions are likely to be unbalanced as he has to handle a wide 
range of managerial and operational problems. Benefits of specialisa¬ 
tion and division of labour are not available. The burden is too 
much for an individual as his time and energy are limited. “Few per- 


1. R.N. Ownes : Business Organisation and Combination, p. 21. 
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... Qualified by training or experience to handle alone the varied 
S ° n Ki«m of purchasing, merchandising, advertising, customer rela- 
P - r ° and financing.’’ 1 Due to limited finances, experts cannot be 
employed on a regular basis. 

4 Uncertain Du ation : \A sole proprietorship ends with the 
. , h incapacity and retirement of the owner. There is little stability 

,continuity of operations. The son or heir of the proprietor may 
tide necessary qualities. The business, therefore, sinks and swims 
wiih the proprieior. It lacks continuity of operations. 

5 Limited Opportunities : Due to small size and uncertain 
duration opportunities for advancement are very limited in a sole 
nroorietorship. It is, therefore, difficult to attract and retain trained 
and qualified employees. The ease of formation and dissolution may 
di'courage serious thought and action thereby leading to premature 
death of the firm. Unitary control may result in hasty decisions 
or actions. 


Thus, “the one-man control is the best in the world, if that 
one man is’big enough to manage everything. But a business must 
be small indeed to permit one man actually to know and to super¬ 
vise everything. The danger is always present that he thinks he 
knows when really he does not know. And naturally there is no 
permanency in this kind of management. If the one man is always 
ill, the business flops and of course, when he dies, the business 
vanishes or has to be rebuilt. Even if he tries to run his business in 
his absence through paid employees, the business is not likely to be 
very successful as many customers have personal attachment with the 
owner. The funds an individual can provide and raise are limited 
unless he has exceptional financial reputation and standing.” 2 
Limitations of finance, management and liability restrict the size of 
proprietorship. Sooner or later the business grows beyond the 
capacity of one individual. He has to take partners to share risks 
and to supplement financial and managerial resources. 


The above analysis reveals that sole proprietorship is a simple 
and flexible form of ownership. It is ideally suited for small-scale 
enterprises. But “as enterprises grow large, the method of individual 
ownership may become inadequate.’ 3 The limitations of capital and 
managerial ability act as breaks to the growth of sole proprietorship. 


Suitability and Future 

In spite of all these limitations, the sole proprietorship is a very 
common form of business ownership. Because of its unique advan¬ 
tages, it is ideally suited to certain types of business activities and 
is surviving in competition with giant corporations. In spite of evo- 


1. R.N. Ownes : Business Organisation and Combination , p. 19. 

2. W.R. Basset: The Organisation of Modern Business, p. 171. 

3. Kimball & Kimball: Principles of Industrial Organisation. 
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lutionary changes taking place in the legal forms of ownership, the 
sole proprietorship still outnumbers all other forms ol ownership. 
This is because “of all the forms of business organisation, the indivi¬ 
dual proprietorship is the oldest, the simplest, and in some respects 
the most natural.” 1 There have been revolutionary changes in the 
business world. Sole proprietorship continues to survive and grow 
in spite of severe competition from big business, because of its special 
advantages and social utility. Sole proprietorship was the dominant 
form of ownership before the Industrial Revolution. It. is still 
supreme in those businesses which have local market, regular demand, 
small capital, limited risks, and need for personal contact. The 
proprietorship organisation is particularly suitable in the following 
types of business : 

(а) Small businesses requiring limited capital and little 
managerial talent, e.g. t a retail shop, a cottage factory and a small 
backery. 

(б) Businesses requiring personal attention to needs and tastes 
of customers, such as tailoring, professional services like doctors, 
lawyers, etc. 

f c) In the production and sale of unstandardised, artistic or 
made-to-order goods, like embroidery, etc. 

(d) Businesses involving moderate risks and expert personal 
skill like automobile repair shops, after-sales service, etc. 

(e) Temporary and seasonal businesses requiring frequent 
adjustments of fashions like hair dressers, beauty shops, etc. 

(/) Businesses operating for local markets and requiring very 
simple technical and managerial processes like laundries, confection¬ 
aries, small grocery stores, household and personal services, etc. 

In India, proprietorship is particularly preferable in view of 
mass poverty, limited entrepreneurial talent, varied living habits, 
wide-spread unemployment and the need for balanced regional 
development of the country. 

Modern business has become so complicated that no single 
person, how-sc*:vcr gifted he may be, can manage it alone. It is 
almost impossible to find a person who is big enough to manage 
everything efficiently. Therefore, one-man control is not the best in 
the world. 

However, there is little danger of the elimination of sole proprie¬ 
torship by the giant corporations. Sole proprietorship has its own 
area of operations where it is the most appropriate form of owner¬ 
ship. According to Prof. Haney “this form will survive in that 
considerable field in which small capital is required and considerable 
personal liability is important. Its merits being what they are, society 

1. Kimball & Kimball: Principles of Industrial Organisation. 
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should ensure to it a square deal in competing with firmshaving 
more capital and operating on a larger scale.” 1 

JOINT HINDU FAMILY FIRM 

The Joint Hindu family business is a business owned and con¬ 
trolled by those members of an undivided Hindu family who have 
inherit an interest in the ancestoral property on their birth. The 
members of the family are known as crowners or coparceners. It is 
a peculiar form of business ownership found only in India. It is a 
form of B.O. under which all members of a Joint-Hindu family do 
business under the control of the head of the family or the Karla. Joint 
Hindu family firms are governed by the operation of Hindu law and 
they arise out of status rather than out of contract. There are two 
schools of Hindu Law in India : (/) Dayablwnga which is applicable 
to Bengal and Assam, and (//) Mitakshara which applies to the rest 
of India. Under the Mitakshara system of inheritance, Joint Hindu 
family consists of all persons lineally descended from a common 
ancestor and includes their wives and unmarried daughters. But only 
those persons constitute the family firm who acquire by birth an 
interest in the joint or coparcenary property. Such interest belongs 
to the three successive generations in the male line, who can in¬ 
herit an interest in the ancestoral property immediately on their birth 
,nthe family. Thus the property inherited by a Hindu from his 
faher, grand-father and great grandfather is regarded as ancestoral. 
A son, grandson and great grandson become joint owners of the 
property by reason of their birth in the family. According to the 
Hindu Succession Act 1956, a female relative (and a male relative 
claiming through such female relative) of a deceased male copar- 
cenor will have a share in the coparcenary interest after the death of 
the copartner in question. Technically, joint Hindu family firm can 
not exist under the Dayabhanga system of inheritance. 

The business of a joint Hindu family is managed by the father 
or other senior member of the family. He is called Karra or manager. 
The Karta as head of the family ha> full control over the affairs of 
the business and acts as the custodian of the profits of the firm. He 
has the power to continue or close down the business. He has im¬ 
plied authority to borrow money for family business. The other 
members cannot question his judgment, their only remedy is to 
demand partition. The Karra has unlimited personal liability, but 
other members are liable only to the extent of their share in the 
family. 

Characteristics : On the basis of above description, following 
features of a joint Hindu family firm can be identified : 

(/) A person becomes a member of the family firm by result 
of status arising from his birth in the family. Every member has an 
equal share in the business irrespective of his age. 

1. L.H. Honey : Business Organisation and Combination. 
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(//) Only male members of the family have coparcenary interest! 
in the firm. Female relatives of a deceased coparcener can, however, 
claim a share in the family's property. Outsiders cannot become mem¬ 
bers of the joint Hindu family business. 

(///) The Karta alone has the right to manage the business and 
other members have no say in the management of the firm. The 
male adult members can demand partition of the ancestoral property 
but have no right to ask the Karia for an account of past profits 
and losses. 

(iv) Th e share of each member in the firm keeps on changing. 
A member s interest decreases by the birth of a new coparcener and 
increases by the death of an existing coparcener. 

( v ) The liability of the Karta is unlimited while other copar¬ 
cener's liability is limited to the value ol their interests in the him. 

(v/) A joint Hindu family firm can be dissolved through mutu¬ 
al agreement. The death or insolvency of a co-parcener or even 
that of the Karta does not affect its continued existence. 

Advantages 

1. Every co-parcener is assured of a share in the profits of the 

business irrespective of his contribution to the firm. 

* 

2. Younger members of the family get the benefit of knowledge 
and experience of elder members. Such sharing of knowledge and 
experience enables the younger member to acquire necessary expertise 
easily and quickly. 

3. Benefits of division of labour can be obtained by dividing 
total work among the members in accordance with their capabilities. 

4. The Karta enjoys full freedom of action. He can take 
quick decisions and ean run the business without any interference. 
Centralised and efficient management ensures prompt action, quick 
decisions, business secrecy and flexibility of operations. 

5. The liability of the Karta being unlimited, he takes maxi¬ 
mum interest in the business. Other members enjoy the benefit of 
limited liability. 

6. Members of the family are taught to work for the benel t 
of the entire family without being selfish. In this way they learn the 

finer values of life such as discipline self-sacrifice, cooperation, etc. 
Widows, orphans, sick and invalid members are well looked after by 
the other members of the family. 

7. The joint Hindu family firm enjoys continuity of existence as 
it is not affected by the death or insolvency of a co-parcener. There 
is no maximum limit on the number of members. 
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Disadvantages 

1 As the profits of the firm are shared by all co-parceners 
• rpsoective of their work, there is no incentive to work hard and 
earn more. There exists no direct relationship between effort and 

reward. 

2 There is no scope for initiative and enterprise on the part 
of coparceners as the Karla has an exclusive control over the affairs 
of the business. 

3 The Karla may misuse his full freedom in conducting the 
business for his personal benefit. 

4 A joint Hindu family firm has limited funds. There is, 
therefore, little scope for growth and expansion of the business. The 
Karto alone cannot manage the firm efficiently. The financial resour¬ 
ces of the family firm are also limited. 

5. Disputes among the co-parceners on controversial matters 
may lead to partition of the family business. 

This form of business ownership is giving way to other forms 
due to the gradual end of the joint Hindu family system in India. 
The Joint Hindu Family Firm used to be a popular form of ownership 
for small-scale business. But it has now outlined its utility. 

PARTNERSHIP 

As a business grows beyond the capacity of a single person, he 
is forced to join hands with others. Several persons can accomplish 
collectively what one cannot hope to do alone. Two heads are always 
better than one, unless the one is the best. Need for greater capital, 
better management and sharing of risks often forces a proprietor to 
take a partner. Partnership firm thus grew out of the limitations of 
the one-man business. It results from the desires of businessmen to 
take advantage of complementary abilities, combined judgment and 
to raise more capital. A partnership is a group of persons who have 
agreed to carry on a business jointly. Under the Indian Partnership 
Act, 1932, a partnership has been defined as “the relation between 
persons who have agreed to sha»c the profits of a business carried on 
by all or any one of them acting for all.” Under the Indian Con¬ 
tract Act, 1872, a partnership is '‘the relation which subsists between 
persons who have agreed to combine their property, labour and skills 
in some business and to share the profits thereof between them.” 
According to Haney, “Partnership is the relation existing between 
persons, competent to make contracts, who have agreed to carry on 
a lawful business in common with a view to private gain.” 1 Persons 
who enter into partnership are known individually as partners and 
collectively as a ‘firm’. The name in which the partnership business 
is carried on is called the “firm name”. 

. 1. L.H. Haney : Business Organisation and Combination, p. 5. 
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Essential Characteristics 

^An analysis of these definitions points out the following 
essential features or tests of a partnership. All of them must be 
present simultaneously to constitute a partnership. 

Lli) Agreement : A partnership is a contractual relationship 
arising out of an agreement among the partners. Therefore, minors, 
lunatics and others who are incompetent to enter into contracts can¬ 
not become partners. A partnership cannot be created out of status 
or birth as happens in case of joint Hindu family system. Joint 
owners of property are not partners in the absence of an agreement. 
The agreement may be oral or in writing. But it is always desirable 
to have an express and written agreement. 

\ti) Plurality of Persons : At least two persons are required to 
constitute a partnership. Under the Partnership Act, no maximum 
number of partners has been prescribed. But the Indian Companies 
Act, 1956 lays down that any partnership or association of more 
than 20 persons (10 in case of banking) is illegal unless registered as 
a joint stock company. 

\ffii) Carrying of a Lawful Business : The agreement must be to 
carry on some business in common. Agreements to own property 
jointly or to do some unlawful activity are not partnerships. 


% - r w # # # w m 

and tne agreement should provide for sharing of profits even though 
sharing of profits is not a conclusive evidence of partnership. 
Charities and hospitals though run joiutly are not partnership as no 
sharing of profits is involved. Employees, creditors, etc., who share 
profits cannot, however, be called partners. The agreement must be 
for mutual gain. The sharing of profits is a prima facie t but not a 
conclusive evidence of partnership. 


W Implied Agency : Each and every partner is an agent of the 
firm as well as of other partners. Bath ownership and management 
of business are joint or combined. The business may be carried on 
by all the partners or by any one of them on behalf of all. 

(v\) Voluntary Association : A partnership is a voluntary com¬ 
bination of ir dividuals. The partnership firm has no separate legal 
existence. The firm and its partners are one and the same. 


In addition to the essential features described above, following 
special features are also found in a partnership : 


(yii) Utmost Goodfaith : A partnership is based on mutual 
trusbind confidence among the partners. Each partner is expected 
to act with integrity and fairness to all. 


(v/i7) Unlimited Liability : Every partner is liable to an unlimi¬ 
ted extent to satisfy the debts of the firm. In case the assets of the 
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insufficient to meet the claims of firm’s creditors, the per¬ 
sonal property of partners can be attached to satisfy such claims. 

Non-transferability of Interest : In a partnership, no 
artner can transfer his interest to others without the mutual consent 
of all the partners. 

Advantages 

A partnership firm enjoys a number of advantages. 

t Fuse of Formation and Dissolution : Only an agreement is 

rcauired to form a partnership. The agreement need not be in wnt- 
requireoi £ f , he firm is not compulsory, though an un- 

>" 6 :,™? 'firm suffers from certain disabilities. The procedure of 
S “r s3e. A partnership firm can be dissolved at any 
tfme by mutual consent of partners and no complicated legal formali¬ 
ties are involved. A partnership is thus easy to form and dissolve. 

? Flexibility : Though not as versatile as proprietorship, a 
nartner'ship firm has sufficient flexibility of operation. Plans can be 
cbanped and the partnership agreement can be altered w.th he 
consent of all the partners. New partners can be adm. ted and the 
place and objects of business can be changed without legal formali- 

tics. 

3 Specialisation : A partnership firm enjoys the benefits of 
combined judgment and pooled resources of partners. Partners 
wUh complementary skills can be chosen. Two heads are likely to 
Z hettcr than one. Partners meet frequently so that little time is 
lost in taking actions and decisions. Benefits of division of work are 
available and burden of work is not excessive. 

4. Personal Incentive and Supervision : Ownership and manage¬ 
ment of the firm are in the hands of the same persons. As each 
partner has generally a equal say in the management of the firm, 
there is an incentive to work hard. Unlimited liability discourages 
reckless speculation and hasty decisions. Partners share in profits and 
losses and are, therefore, motivated to improve the efficiency of the 
firm Personal supervision and control is possible. Valuable em¬ 
ployees can be retained and motivated by giving them a share in the 
profits of the firm. 

5 Greater Financial Strength : Plurality of persons enables the 
collection of large financial resources. As every partner is personally 
liable for the entire debts of the firm, credit raising capacity is very 
high. New partners can be admitted to raise more capital. 

6 . Protection of Minority : Every partner has the right to be 
heard and consulted in the management of the firm. He can retire at 
any time and can apply for dissolution of the firm in case of dissatis¬ 
faction. Due to a number of representatives, public relations of the 
firm are likely to be better than in case of a sole proprietorship. All 
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important decisions like admission of new partner are to be taken 
with unanimous consent of all the partners and not by majority vote. 

7. Diffusion of Risks : The risks are spread over a number of 
partners so that the aosolute amount for everyone is not very high. 
This also enables the expansion of the firm. 

8 . Tax Advantage : A partnership firm is taxed as an indi¬ 
vidual if it is registered under the Income-tax Act. Otherwise the 
income of the firm is taxed in the hands of individual partners. The 
tax liability is low as compared to that of a company, provided the 
income is not very high. 

9. Secrecy : It is not compulsory for a partnership firm to 
publish its accounts and to get them audited. Therefore, important 
secrets of business can be maintained. 

Disadvantages 

A partnership firm, however, suffers from several disadvantages. 

(/) Unlimited Liability : Every partner is jointly and severally 
liable for the entire debts of the firm. But in limited partnership 
one or more partners may have limited liability. Profits of the firm 
have to be shared among all partners. Due to unlimited liability 
partners do not like to invest large amounts and the size of the firm 
is restricted. 

07) Limited Resources : At the number of partners cannot 
exceed 20 (10 in banking), plants involving heavy capital investment 
cannot generally be set up as a partnership. For the sake of har¬ 
mony, the number of partners is in practice limited to less than 10. 
Partners arc not often specialists in management and it is not possi¬ 
ble to employ experts in every area of business. 

(Hi) Risks of Implied Agency : The acts of a partner are binding 
on the firm as well as on other partners. A dishonest or incompetent 
partner may bring disaster for others. That is why it is said that 
choosing a business partner is as important as choosing a partner in 
life. 

(iv) Lack of Continuity : A partnership comes to an end with 
the death, retirement, insanity or incapacity of a partner. The firm 
may, however, be carried on by the remaining partners. But 
pirtners are difficult to replace as new partner may not enjoy the 
trust and confidence of old ones. The partnership firm is, therefore, 
uncertain and unstable. If a partner is short-tempered or of doubt¬ 
ful character, other partners may find it difficult to work with him. 

(v) Non-transferability of Interest : No partner can transfer 
his share in the firm without the consent of other partners. This 
makes investment in a partnership non-liquid and inflexible. 

(vi) Lack of Harmony : The existence of a number of partners 
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• oMf.K an <1 tnwrs is likely to result in conflict and fric- 

tTons Lack of ceatrll authority may affect the efficiency of the 
firm Misunderstanding between partners lead to lack of unity of 
ni ‘ „rontinuoui disagreement among the partners may result 
Fn [he untim“ly droiut.on g onhe firm. There is risk of leakage of 
Essential business secrets. Mutual disputes among partners may 
cause delays in decision making. 

(vii) Reduced Public Confidence : Absence of legal restrictions 
over the formation of a partnership and lack of publ.cty of its affa.rs 
tends to undermine public confidence in the nrm. 

Suitability : The above analysis reveals that partnership is an 
appropriate form of ownership for medium-sized business irnvolving 
limited market, limited capital and moderate risks. Partnerships are 
common in wholesale trade small-scale and cottage industries and 
commercial services like transportation, warehousing, advertising, 
marketing, research, etc. The partnership organisation is ideally 
suited for professional firms like lawyers, chartered accountants, 
health clinics, etc. 


Partership Deed 

A partnership can be formed by two or more persons through 
an agreement. The agreement is known as the ‘Partnership Deed’. 
The agreement can be oral or in writing. But it is always desirable 
to have the agreement written and signed by all the partners. This 
provides a legal document which can be used to settle any disputes 
that may arise in future. A partnership deed is not a public document 
but a formal evidence of partnership. It lays down the mutual rights 
and obligations of partners. The main contents of a partnership 
deed are : 


1 (a) Date and place of agreement. 

1 (b) The name of the firm. 

> ( c ) General nature of the business of the firm. 

^ (d) Duration of the partnership, if any. 

% (e) Principal place of business of the firm. 

1 (/) Names and addresses of partners. 
n (g) Amount of capital contributed by each partner# 

(h) Amount that can be withdrawn by each partner. 
cj (i) The ratio of sharing profits and losses. 

t* (j) The rate of interest, if any, payble to partners on their 
capitals and to be charged on their drawings. 

u (k) Salary and commission, if any, payble to partners. 

[ >(/) Procedure for admission, retirement, death, etc. of a 
partner. 

j}(m) Procedure for the dissolution of the firm and the mode of 
settlement of accounts. 
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U, ( n) Maintenance and audit of accounts. 
( ^(o) The basis of valuation of goodwill, etc. 


The Partnership Deed can be changed at any time by the mutual 
consent of all the partners. In the absence of any provision in the 
deed, relations amongst partners are to begoverned by the provisons 
of the Indian Partnership Act, 

Registration of Partnership Firms 


The Indian Partnership Act provides for the registration of 
partnership firms. Registration is not compulsory and there is no 
penalty for non-registration. An unregistered firm, however, 
suffers from several dis-advantages. The main consequences of non- 
regist ration are as follows : 

(i) An unregistered firm cannot enforce its claims against third 
part e< in a court of law. 

(//) An unregistered firm cannot sue its partners. 

////) The partners of an unregistered firm cannot enforce their 
rHits against the firm, against one aoother and against third parties. 
But outsiders can sue an unregistered firm and its partners. 

(iv) A n un registered firm cannot claim adjustment of the 
amount payable and receivable^ the the firm where the amount 
involved is more than Rs. 100. 


Non-registration, however, does not affect the following : 


(a) The right of a partner to sue for the dissolution of the firm 
or for accounts on dissolution or to enforce the right to realise the' 
property of a dissolved firm. 

(b) Criminal proceedings by the firm and its partners. 

(c) For any claim or adjustment not exceeding Rs. 100. 

(d) The power of an official assignee or receiver to realise the 
property of an insolvent partner. 

(e) The right of a firm and it partnershaving no place of 
business in India. 


Registration is a conclusive proof of partnership and provides a 
complete and uptodate information about partnership firms in the 
country. Registration also saves the public from being duped by 
unscrupulous person through denial of liability for the debts of a 
firm. The creditors can easily receive their dues by filing a suit against 
the firm. An incoming partner can take the help of the Court for 
protection of his rights when the firm is registered. Similarly, an 
outeoing partner can free himself from his liabilities by giving a 
notice of his retirement from the firm to the Registrar and the public. 
Registration also checks evasion of taxes through manipulation of 
accounts and use of dummy partners. Registration has not beea 
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nude compilsory raiinly because it miy involve unaeccssiry diffi;ul- 
«ies and complications for small and temporary partnerships. 

A firm can get itself registered at any time by following a simple 
procedure. An application in the prescribed form duly signed by all 
the partners with the registration fee of Rs. 3 is to be submitted to 
the Registrar of Firms, in the State. When satisfied with the parti¬ 
culars of the firm, the Registrar enters the name of the firm in his 
register and issues a certificate to the firm. The application for 
registration must contain the following particulars : 

(a) The name of the firm. 

(b) The principal place and other places of the business of the 
firm. 

{c) Date of establishment of the firm. 

(d) Duration of partnership, if any. 

( e ) Full names and permanent addresses of all the parlners. 

(/) The date on which eachj>artner joined the firm. 

( g) The nature of the business of the firm. 

Any change in these particulars, after registration, is to be 
notified to the Registrar of Firms within 14 days of the change. The 
application for change must be signed by all the partners. 

Registration of firms under the Indiaa Partnership Act, 1932 
is different from registration under the Income-Tax Act, 1961. A firm 
can be registered with the Income Tax Officer within 6 months of its 
establishment or before 30tfT7une whichever is earlier. Such regis¬ 
tration has to be renewed every year. In case of any change in the 
firm, re-registration is required. The tax liabili ty of a registered firm 
is lower than that of a registered firm. A registered firm is not to pay 
income-tax when the taxable income does not exceed Rs. 10,000 For 
an unregistered firm this limit is Rs 12,000. The income of a regis¬ 
tered firm is taxed as shares of partners while the income of an un¬ 
registered firm is taxed as a total. The rate of tax, therefore, becomes 
higher for an unregistered firm t ^^'^ 

JKinds of Partners 


There can be various types of partners in a firm depending 
upon their interest in the firm and their rights and liabilities. The 
mam types of patners are described below : 


<- a )xdi%!. C, J, n . g0 . r " r ° rkb X Partner is °ao who not only contributes 
capital but also takes active part in the management of the firm 

££ a « the G ®; ,e ^ al Partner, he has unlimited liability for the 
debis of the firm. He is a full-fledged partner. He must give a 
public notice at the time of his retirement from the firm otherwise he 
continues to be liable after his retirement. 

(/V) Special or Limited Partner is a parti er who I as limited 
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liability to the extent of his contribution to the firm. His name is 
not disclosed to outsiders. He has no authority in the management 
of the firm. 

(///) Dormant , Sleeping or Inactive Partner does not take part 
in the management of the firm and his name is not known to the 
public. He is liable for the debts of the firm to an unlimited extent 
and he shares the profits and losses of the firm. He is both silent 
and secret. When his name is not known to the public but he takes 
active part in the management of the firm, he is called a ‘secret partner. 
A partner who is known to the public as a partner but who does not 
take active part in management, is known as a ‘silent partner*. A 
dormant partner need not give public notice of his retirement. 

(/h)' Nominal or Ostensible Partner : He is a partner in name 
only. He does not share the profits or losses of the firm. He neither 
contributes capital nor takes part in the management of the firm but 
is simply known as a partner to third parties. A nominal partner is 
of two types. 

(a) Partner by Estoppel : When a person represents to the 
world expressly or by his conduct that he is a partner in a firm, he 
becomes liable to third parties who have claims against the firm aris¬ 
ing out of such representation. He is estopped from denying later 
on that he is a partner. Such a partner is called ‘partner by estoppel*. 

(b) Partner fry Holding-out : When a person is represented 
or held out by a firm or its partners as a partner and the person 
concerned does not deny the fact in spite of being aware of such re¬ 
presentation, he becomes liable to those who have advanced money 
to the firm under the impression that he is a partner. Such a partner 
is known as ‘partner-by holding-out*. 

(v) Partner in Profits Only : A person who shares the profits 
of a partnership but is not liable for its losses, is known as a partner 
in profits only. He usually has no voice in the management of the 
firm. 

(v#) Minor as a Partner : Partnership is based upon an agree¬ 
ment. Mioor is legally incompetent to contract and, therefore, he 
cannot become a partner. He can, however, be admitted to the 
benefits of partnership. A minor, so admitted, can inspect and 
copy the books of accounts of the firm, but he cannot take 
active part in the management of business. His liability is limited 
to the extent of his share in the profits and assets of the firm.. 
As soon as he becomes major, he can either become a partner or 
severe his relations with the firm. In case he chooses to leave the 
firm, he must give a public notice to that effect within six months of 
becoming major, otherwise, he is deemed to be a partner in the firm. 
After he decides, or is deemed, to be a partner, he becomes entitled 
to all the rights of a partner and his liability becomes unlimited. 
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TYPES OF PARTNERSHIP 

A partnership can be of two kinds (i) General Partnership, and 
<ii) Limited Partnership.^ 

General Partnership : A partnership in which the liability of 
,hrPartners is unlimited is known as general partnership. All 
, e ,« have the right to take part in the management of the firm. 
r- a ,nerll Sefsbip may further be subdivided into (a) partnership 
at'wUMi) 3l par ficular paJtnership, and (c) joint venture. A general 
oarmershin formed for an indefinite or unspecified period of time is 
partnership continue so long as the partners 

known as pur/WitpuMvm, it ^ a par|ner serves a I4 

days W nS to the firm withdrawing his partnership. A parncular 
days notice to nartnership formed for a specific p.-riod of 

time'or'for a specific venture. It automatically comes to an end with 
the expiry of the stipulated period or on the completion ot the speci¬ 
fied venture as the case may be. 

A joint venture is a general partnership, in which the right of the 
partners are defined and wherein all partners do not have the right 
of implied agency. A joint venture is not affected by the d.ath ol a 
partner. No partner can withdraw his interest in the firm before the 
completion of the venture. 

Limited Partnership : In this type of partnership the liability of 
all but one or more partners is limited. In a limited partnership 
there is at least one general partner whose liability is unlimited and 
one or more special partners, whose liability is limited to the extent 
of their capital contribution. The rights of special partners are limi¬ 
ted and they cannot take part in the management ol the f.rm. Their 
retirement, bankruptcy or death does not dissolve the firm. A limi¬ 
ted partner can inspect the books of the firm but he can not assign 
his share to others without the consent of general partners. He cannot 
withdraw any part of the capital contributed by him. A limited 
partnership must have a written agreement and it must be registered 
under the law. 


The limited partnership has some special advantages. It can 
attract large capital from cautious investors who want to take limited 
risks and who do not want to share the managjment of the firm. 
The general partner can have complete control over the affairs of the 
firm without any interference from others. He pets required capital 
without sharing management of the firm. There is singleness of 
direction and control and quick business decisions can be taken. 
Special partners get the benefit of the kno-v'edge and experience of 
general partners. The limited partnership is more stable than an 
ordinary partnership as the retirement, death, bankruptcy, etc. 
do not affect its existence. New partners can easily be admitted with¬ 
out the consent of limited partners. 

But general and special partners may, act in collusion to de¬ 
fraud the creditors of the firm. As registration of the firm is compul- 
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sory, limited partnership has to observe some legal formalities. It 
has to send copies of its Profit and Loss a/c and Balance Sheet to 
the registrar of firms due to which secrecy is reduced. There is in¬ 
equality of rights of different partners. General partner may transfer 
their assets to special partners to escape liability. There is also a 
possibility that general partners may exploit the special partners who 
have no voice in the management of the firm. The rights of limited 
partners are not safe. Due to the limited liability of certain partners 
the credit of the firm is reduced. 

The limited partnership is not found in India but in the western 
countries this form of business ownership is quite common. In Eng¬ 
land limited partnership is recognised under the Limited Partnership 
Act, 1947. The limited partnership is similar to joint Hindu family 
bu»iness in certain respects. In both the cases, the person who 
manages the firm has unlimited liability while other members have 
limited liability. Limited partnership is not suitable for more risky 
business as the burden of liability would be too much for the genera! 
partner. Limited partnership is, therefore, suitable for those investors 
who are not prepared to take unlimited risks or who do not want to 
take an active part in the management of business. Limited partner¬ 
ship enables people to invest in a business without assuming enter- 
preneur's risk. It is thus a combination of partnership and joint stock 
company forms of ownership. 

Partnership and Co-ownership : Co-ownership implies the shar¬ 
ing of income arising from joint property. For instance, two or 
more persons may jointly own a house and may share the rent recei¬ 
ved from it without any intention to carry on a business. This does 
not amount to partnership as there is no agreement amongst co¬ 
owners to carry on a business with a view to sharing the profits there- 
oi. Co ownership differs from partnership in the following ways : 

(i) Partnership is always the result of an express or implied 
agreement. Co ownership is not necessarily the result of agreement. 
It may arise out of status or by the operation of law. 

(ii) There can be no partnership without the carrying of a busi¬ 
es. Co-ownersbip dots not necessarily involve the carrying of a 
business. 

(Hi) In co-ownership there is no maximum limit of co owners. 
In a partnership, the nti nbsr of partners caanot exceed 20 (10 in 
case of ba iking business). 

(/v) Partnership aims at sharing of profits of a business. Co- 
ownership does not necessarily involve community of profit or loss. 

(v) A partner is an implied agent of other partners and he can 
bind them for his acts in the ordinary course of business. There 
exists no implied agency between co-owners of a joint property. 

(v/) A co-owner can transfer his interest in the joint property to 



2.63 


FORMS OF PRIVATE BUSINESS OWNERSHIP 


others without the consent of other co-owners. A partner cannot 
transfer his interest in the firm to any outsider without the consent 
of all other partners. 

(,.//) A partner has a lien on the property of the partnership. A 
co-owner has no lien on the joint property. 


(v/77) A co-owner can demaod division of the property in specie. 
But a partner can not demand division of partnership property on 
his retirement. He can have only cash in repayment of his share of 
capital and goodwill. 

Distinction between Partnership and Joint Hindu Family : 


Though both partnership and joint Hindu family are owned 
and operated by groups of persons and both have no separate legal 
entity, there are the following points of difference between them : 

/. Basis of Formation : A partnership arises out of a contract 
between the partners. On the other hand, a joint Hindu family 
firm is the result of the operation of Hindu law. It arises out of 
status or birth in the family. 


2. Number of Members : In a partnership the number of part¬ 
ners cannot exceed 20 in case of non-banking business and 10 in case 
of banking business. But there is no limit to the number of members 
in a joint Hindu family firm. 


3. Position of Minor : In a joint Hindu family firm, a person 
becomes a full-fledged member right from the date of his birth. But 
in a partnership, a minor cannot become a full-fledged partner though 
he may be admitted to the benefits of partnership. 


4. Rights of Females : In the case of a partnership, women can 
become partners and they enjoy the same rights and privilegs as male 
partners. In a joint Hindu family firm, on the other hand, the mem¬ 
bership is generally restricted to male members. Hawever, a female 
relative of deceased male member gets a co-parcenary interest at the 
time of his death. 


5. Management : In a joint Hindu family business, manage¬ 
ment of the firm vests in the senior most member of the family 
known as karta. No co-parcener can question the judgment of the 
kart a in the conduct of the family business. But in case of partner¬ 
ship, every partner has the implied authority to manage the affairs of 
the firm and bind other partners by acts done in the ordinary course 
of partnership business. 

6. Registration : In the case of partnership firm, registration 
is not compulsory but an unregistered firm suffers from certain limi¬ 
tations. In case of joint Hindu family business, registration is not 
at all compulsory. 

7. Liability of Members : In a joint Hindu family firm, the lia- 
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bility of a co-parcener is limited to his interest in the family property 
but the liability of the karta is unlimited. In a general partnership, 
the liability of all partners is unlimited. Every partner is jointly and 
severally liable for the full debts of the firm. 

8 . Mode of Dissolution : A partnership firm is dissolved on the 
insolvency or death of a partner. But the death or insolvency of a 
co-parcener does not affect a joint Hindu family firm. Both partner¬ 
ship and joint Hindu family firm can be dissolved through mutual 
agreement. 

9. Right to Accounts : A co-parcener cannot ask for accounts 
of past profits and losses when he leaves the family firm. But a part¬ 
ner has the right to call for the accounts of the firm. 

10. Change in Shares : In a joint Hindu family firm, the shares 
of co-parceners continue to change due to the birth of new members 
or death of an existing member. In a partnership, the shares of 
partners are fixed and can be changed only with the mutual consent 
of all the partners. 

11. Succession : When a partner dies, his interest in the part¬ 
nership devolves on his heirs who can become partners if other 
partners so desire. But the undivided share of a deceased coparcener 
devolves upon surviving coparceners and not upon his heirs by suc¬ 
cession. 


12. Partnership with Outsiders : A partnership firm, not being a 
person, cannot enter into partnership with other firms. A partner 
may, however, in his individual capacity become a partner in any 
number of partnership firms. The karta of a joint Hindu family 
firm, acting on behalf of the firm, can enter into partnership with 
an outsider. 


Essentials or 




tes of an Ideal Partnership 


An ideal partnership is a partnership which possesses all the 
qualities of a successful business. This can be possible only when 
all the partners are of high quality and they are choosen carefully. It 
may be difficult in practice to find an ideal partnership. But the 
concept of ideal partnership acts as a gender in the formation and 
working of partnership firms. An ideal partnership must fulfil the 
following essential conditions : 


(/) Mutual Trust and Confidence : Partners who enjoy the good 
faith of each other, must be chosen. Initial goodwill often gives 
way to jealousy and distrust. Ideal partners are those who are not of 
an autocratic or secretive nature. A fairly long acquaintance is 
necessary between partners for mutual trust and confidence. All 
partners must be honest and sincere and dedicated to the firm. 

(ii) Supplermntary Contributions : Partners shou’d pool their 
resources in such a way that each complements the other. A proper 
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iMlsnciDg of skills and talents is required. Each partner should 
a distinct contribution to the firm so that specialisation is 

(po‘sible. 

////) Common Purpose : All the partners must have common 
mterest in the firm and must act in coordination. Every partner 
must hold the interest of the firm supreme and should work for the 
common benefit. There should be mutual understanding, and com¬ 
patibility of temperament among partners and a common approach 
to business problems. There should be a spirit of cooperation and 
service on the part of all. 


^(iv) Written Agreement : The agreement of partnership should 
lie in writing and signed by all the partners, so that disputes in 
future can be resolved easily. The agreement should be compre¬ 
hensive and precise in its details. 

*Xv) Registration : An ideal partnership should not suffer from 
*nyjii>sadvaotage. It should, therefore, be registered. 

% (vi) Equitable Adjustment of Rights : It is not necessary that 
every partner has equal rights in the profits and management of the 
firm but the right of each should be equitable having regard to his 
contributions to the firm. No partner should feel that he has been 
deprived of his just and due share. 

f(vii) Competent Management : In an ideal partnership, control 
must lie in competent hands. All partners may be consulted but the 
finally should be given to those having experience and ability. 

(v//7) Proper Size : An ideal partnership should be large enough 
to have financial and managerial strength, but should not be 
unwieldy and unmanageable . Generally, the number of partners 
should not exceed five. 


[ix) Long Duration : Any medium scale business today requires 
a fairly long time to be successful. An ideal partnership should, 
therefore, be set up for a reasonably long period of time. 

(x) Adequate Capital : An ideal partnership should have 
Sufficient financial resources for its long terra and short terra needs 
without being over-capitalised. There should be ploughing back of 
promts and drawings should be limited. 


(xi) Compulsory Audit : An ideal partnership should provide for 
the audit of its annual accounts. Audit of partnership firms is not 
compulsory under the law. But audit helps in avoiding misunder¬ 
standing among partners and raises the goodwill of the firm. 


RIGHTS AND OBLIGATIONS OF PARTNERS 

The rights and obligations of partners of a firm * e generally 
defined in the partnership deed. In case there is no written agreement 
of partnership, the rights and liabilities of partners are to be governed 
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by the provisions of the Indian Partnership Act. 1932. The Act, lays, 
down the following rights and obligations of partners. ; 

Rights of Partners 

1. Every partner has the right to take part in the management 
of the firm. He has the right to express his opinion on all matters 
concerning the firm. In case of difference of opinion relatiog to- 
ordinary issues, decisions are to be taken by majority. But all im¬ 
portant decisions, such as change in the nature of the business, 
admission of a new partner, etc. must be taken with the unanimous 
consent of all the partners. 

2. Every partner has the right of access to and inspect and 
copy any books of accounts of the firm. 

3. Every partner has the right to share equally the profits of 
the firm. 

4. A partner is entitled to receive interest at the rate of six per 
cent per annum on loans given by him over and above his capital 
contribution. 

5. A partner has the right to have the property of the firm 
applied exclusively for the purpose of the firm. 

6 . Every partner has the right to receive any amount spent by 
him in the ordimry course of business. He has also the right to be 
indemnified by the firm for any loss which he has incurred in the 
conduct of the firm's business. 

7. A partner has the right to continue in the firm and retire 
according to the terms of the partnership deed. On retirement, he is 
entitled to receive his share in the profits and assets of the firm. 

Duties and Liabilities 

(1) Every partner must diligently carry on the business of that 
firm to the maximum advantage of all the partners. 

(2) All partners must be just and faithful to one another and to 
the firm. 

(3) Every partner must keep and render true and correct 
accounts of the firm. 

(4) A partner must indemnify the firm against any loss caused 
by bis gross negligence and breach of trust. 

(5) Every partner is bound to share losses equally with other 
partners unless otherwise agreed upon. 

L (6) No partner can eogage himself in any business in competi¬ 
tion with the business of the firm. If he does so, he must hand over 
all the profits to the firm. : ro 
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^(7i A partner must not use the firm’s property for his private 
Ea j 1 ffe must not earn anv profit by way of commission on sales or 
purchases made on behalf of the firm. If he does so, he must surren¬ 
der all such profits to the firm. 


(8) Every partner must act within the scope of his authority. 
In case he exceeds his powers, he must indemnify the firm for any 
loss suffered on this account. 


(9) No partner can assign or transfer his interest in the firm to 
another person without the consent of all other partners. 


Liabilities to Third Partners 

1. Every partner is jointly and severally liable for all the debts 
of the firm. Third parties can recover their claims from any or all of 
the partners and also from their private property. 

2. All partners are liable to third parties for any loss caused 
by a wrongful act of any partner in the normal course of business. 

3. A retiring partner is liable for all debts and liabilities of the 
firm contracted before his retirement. 

4. All partners arc liable to third parties to make good the loss 
suffered by them due to the misapplication of the firm’s property by 
a partner. 

Agency Rights of Partners 

Every partner has the right to act on behalf of the firm as well 
as on behalf of other partners. The firm and other partners are 
bound by the acts of a partner in the ordinary course of business of 
the firm. In other words, every partner acts as the agent of other 
partners and of the firm. In the absence of any provision to the 
contrary, every partner has the implied authority for the following : 


(/') to buy, sell and pledge the goods of the firm; 

(//) to raise loans on the security of such goods; 

(Hi) to receive payment of debts due to the firm and issue valid 
receipts for the amount so received; 

(tv) to draw cheques, and draw, accept and endorse bills of ex¬ 
change and promissory notes on behalf of the firm; and 

(v) to hire and fire employees of the firm. 

In the following cases, a partner has no implied authority to- 
act on behalf of the firm or other partners : 

(a) to submit any dispute relating to the firm to arbitration^ 

(b) to open a bank account of the firm in his own name; 

(c) to compromise or relinquish any claim of the firm; 
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(d) to withdraw any suit or proceedings filed on behalf of the 

firm; 1 

(e) to acquire or purchase immovable property for the firm; 

(/) to sell or transfer any immovable property of the firm; 

( g) to admit any liability in a suit or proceedings against the 
firm; 

(h) to enter into a partnership with others on behalf of the 
firm; 

These rights can be modified, restricted or expanded by the 
partnership agreement. 


Dissolution of Partnership Firms 

C Dissolution of the firm implies the end of contractual relation- 
etween all the partners. According to Section 39 of the Indian 
Partnership Act, 1932 “the dissolution of partnership between all the 
partners of a firm is called the dissolution of the firmjf A distinction 
should be made between the “dissolution of the firm” and the 
“dissolution of partnership’*. The dissolution of partnership means 
the termination of the original partnership agreement between the 
partners. A pirtnership is dissolved by the death, insolvency, in¬ 
capacity, retirement and expulsion of a partner. After the termina¬ 
tion of the partnership, a new agreement may be made and the 
business may be carried on by the remaining partners .under the 
same name or under a different name. On the other h^nd,^iissolution 
of the firm implies the termination of mutual relations among all the 
partners. On the dissolution of the firm, the business is stopped, the 
assests of the firm are sold and the claims of all are satisfied. In 
other words, dissolution of firm always involves dissolution of part¬ 
nership but the dissolution of partnership does not necessarily mean 
dissolution of the firm fl 

Modes of Dissolution of Firms 


Dissolution of a partnership firm takes place under the follow¬ 
ing circumstances : 

/, Dissolution by Agreement: _A firm may be dissolved with 

the mutual consent of all the partnersTn accordance with the partner¬ 
ship agreement. 


2. Dissolution by Notice : In case of 
firm may be dissolved if one of the partners 
indicating his intention to dissolve the firm, 
effect from the date mentioned in the notice, 
ed, dissolution becomes effective from the 
notice. 


partnership-at-will, the 
gives a written notice 
The dissolution takes 
If no date is mention- 
date of receipt of the 


3. Dissolution on the Happening of Certain Contingencies : Sub¬ 
ject to any agreement between the partners, a firm is dissolved on 
•the happening of any oae of the following events : 
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yiru.. 

To conclude, proprietorship and partnership forms of owner¬ 
ship will continue to thrive in spite of the domination of corporate 
'enterprises. This is because certain fie'ds of economic activity can 
be operated efficiently only in the form of sole proprietorship or 
partnership. 
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UNIVERSITY QUESTIONS 

1. What do you understand by a sole trading business? Discuss its main 
characteristics. (Kanpur, 1974; Bihar, 1964; Rajasthan, 1973: Saugar, 1965) 

2. Examine the merits and demerits of individual enterpreneur organisation. 
Assess its value from social and economic point of view. 

(Nagpur, 1968; Agra, 1968; Kanpur, 1969; Lucknow, 1961; Allahabad, 1955 

Udaipur, 1963; Jodhpur, 1963) 

3. What are the reasons due to which the single proprietorship is still 
existing ? What are the prospects of such an organisation in India ? 

(Agra, 1963; Gorakhpur, 1960; Saugar, 1967,- Udaipur, 1970; Rajasthan; 1969) 

4. Why is the single proprietorship not in danger of being eliminated by large 
corporations ? Discuss its social and economic utility. 

(Calcutta. 1957; Saugar, 1966; Rajasthan, 1969) 

5. “One man control is the best in the world if that man is big enough to 

manage everything" Discuss. * 

(Calcutta, 1956; Delhi. 1974; Agra, 1967; Nagpur, 1956; Kanpur, 1970; 

Punjab, *970; Allahabad, 1958) 

ii« e ? scnliaI tenures of Joint Hindu Family business and describe 

1,5 men is ana cements. 

A j; c what do y° u understand by partnership business ? Describe its merits and) 
r ts * (Delhi, 1968; Calcutta. 1969; Rajasthan, 1973 

8. Differentiate between Joint Hindu Family Firm and partnership. 

(Luknow, 1967) 
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9. Discuss the essential elements/tests of a partnership. What are the requisi- 
tes of ^° 1 ^^ P 1 ^f^P ? i 975; Allahabad, 1963; Ranchi. 1971; Rajasthan, 1969> 
,0. What is partnership deed ? 

11. What do you mean by registration of pa r tnerihip?_ Dj»UM JJ®. 1 
quences of non-registration. (Delhi, 1969, Agra, 19 , P , 9o7> 

business' DiSCU “ fU " y ““ ““ CakmtOsS> 

,yp K l 3 fpYn a ^° youuaders,and by Mimi,ed part (Ssri967?ss?.2 , ag 

14. Differentiate between the ‘Dissolution of a Firin' 
partnership. In what circumstances is a partnership firm 
the accounts settled ? (Ranchi, 1969; Saugar. 1964; Agra. 1969, Rajasthan, 1966> 
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Forms of Private Business Ownership 

(COMPANIES AND CO OPERATIVES) 


The various forms of business ownership described in the 
previous chapter are non-corporate entities i.e. t the firm and its 
owners are not distinct persons in the eyes of law. As against these, 
companies and co-operatives are corporate forms. A company or a 
co-operative has a separate legal identity independent of its 
members. 


JOINT STOCK COMPANIES 

With the growing needs of modern business, concentration of 
vast financial a id managerial resources has become necessary. After 
the Industrial Revolution the scile of production increased tremen¬ 
dously. It became necessary to collect large capital resources and 
to employ expert professional managers. Due to their uncertain life 
and unlimited ri'k, proprietorship and partnership organisations can¬ 
not meet these needs. Joint stock company form was evolved to 
meet these limitations. Joint stock company irtoday the dominant 
form of business organisation as can be seen from the production 
the employment and the investment in the corporate sector. The 

company form of organisation makes it possible to mobilise larse 

amount of capital with the provision for limited liability and specia¬ 
lised management. The joint stock company form of ownership thus 
f resu,t r of thc . unsuitability of sole proprietorship and 
partnership forms for modern large scale business enterprises. 

Definition 

A joint stock company is a voluntary and incorporated associa- 

nnmolfof 0nS W - h ° con,nbut f money to a common fund for the 
Carry,Dg on , some business. According to the Companies 

Act, 1956, a joint stock company limited by shares is “a comnanv 

specific definition has been given by Justice Marshall of U SA 
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According to him “a C>rporition is an artificial being invisible, in¬ 
tangible and existing oily in contemplation of law » ? c J ng lhc , mere 
creation of law it possesses only those properties which tne charter 
of its creation confers upon it, either expressly or as accidental to its 
very existence ; among the most important of which are immortality 
and individuality.” According 'o Haney, a joint stock company is 
“a voluntary association of individuals for the profits, having a 
capital divided into transferable shares, the ownership of which is the 
condition of membership.'* 1 

Distinctive Features 

These definitions reveal the following fundamental characteris¬ 
tics of a joint stock company : 

(/) Separate Legal Entity : A company has an existence inde¬ 
pendent of its members. It can own property and make contracts 
in its own name. It can sue and be sued. There can be contracts 
between a company and its members. A person cannot be held liable 
for the acts of the company and vice-versa esen though he holds 
virtually the whole of the share capital of the company. Shareholders 
are neither the owners nor the agents of the company. 

( a) Artificial Person : A company is the the mere creation of 
law. It has no personality and life. It cannot, therefore, perform 
those functions which a human being can. It cannot, for example, 
marry or be imprisoned. A company, however has legal rights and 
liabilities. 

(Hi) Limited Liability : As a company has a separate existence, 
the debts of the company are not the debts of its members. The lia¬ 
bility of every member is generally limited to the nominal value of the 
shares purchased by him or the amount of guarantee he has given in 
the company. Unlimited liability companies arc today an exception 
rather than the rule. 

(/v) Perpetual Exsitence : A joint stock company is independent 
of its members and its life is not affected by their death, insolvency, 
etc. Members may come and go but the company survives for ever 
unless it is wound up. B;ing a creation of law, it can be made to 
die only through the legal process of winding up. 

(v) Transferability of Interest : The shares of a public limited 
company are freely transferable without the consent of other members. 
Shares are movable property that can be freely transferred. 

(vi) Common Seal : A company being an artificial person can¬ 
not sign. Therefore, a common seal is alfixed on all important docu¬ 
ments a> a token of the company's approval. On the common seal 
the name of the company is engrossed. 


I. L H. Haney : Dusiness Oignisati n and Combination. 
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(vi) Compulsory Registration : A company is an incorporated 
body and it cannot come into existen * without being registered under 
Jaw or a charter. 

(v/i/) Association of Persons : A company is a voluntary associa¬ 
tion of persons. In a private company, the minimum number of 
members is two and the maximum is 50. In a public limited company., 
there must at least be seven members and there is no maximum limit. 

(ix) Representative Control : The number of members in a 
public company is generally very large so that all of them cannot 
take active part in the management of the company. The company 
is managed by their elected representatives called ‘Directors’. 
Separation of ownership from management has become an essential 
feature in large corporations. 

Distinction between a Company and a Partnership 

Both company and partnership are associations of persons, 
but they differ in several respects. 

(/) Basis of Formation : A joint stock company is created by 
law while a partnership is the result of an agreement between the 
partners. 

(ii) Legal Status : A company is a separate legal entity inde¬ 
pendent of its members. On the other hand, a partnership and its 
partners are one and the same. The property of firm is the property 
of partners. 

(Hi) Number of Members : The minimum number of partners 
in a firm is 2 and the maximum is 20 (10 in case of banking). In a 
private company, minimum number is 2 and maximum is 50. In a 
public limited company, the minimum number of members is 7 and 
maximum can be any. 

(/v) Registration: A company is always registered under the 
Companies Act or under some other law. Registration of a partner¬ 
ship is not essential though a non-registered firm suffers from certain 
disqualifications. 

(v) Duration : A company enjoys perpetual succession and is 
not affected by changes in its membership. A partnership, on the 
other hand, comes to an end with the death, insolvency, etc. of its 
members. 

(vi) Liability ? Partners are jointly and severally liable for the 
entire debts of the firm. In a joint stock comoany, the liability of 
every member is generally limited to the unpaid money on the shares 
held by him, or the amount of guarantee given by him. 

(vii) Transferability of Interest : Members of a public limited 
company can freely transfer their shares without the consent of other 
members. There are certain restrictions on the transfer of shares. 



in a private limited company. A partner cannot transfer his interest 
in the firm without the consent of other partners. Any person can* 
become a member of a company by purchasing its shares, without, 
the consent of other members. In a partnership, a new partner can. 
be, admitted only with the consent of other partners. 

(v/7/1 Legal Regulations : A company is subject to several legal, 
restrictions. It must maintain statutory books, file a number of 
reports with the Registrar of Companies, etc. The objects, power*, 
and capital of a company are laid down in the Memorandum of 
Association and they cannot be changed without the legal formalities, 
prescribed in the Companies Act, 1956. A private company i* 
comparatively subject to fewer legal regulations. A partnership firm, 
on the other hand, is free from such regulations. 

(ix) Accounts and Audit: A company must maintain it*, 
accounts in the prescribed form and must get them audited by 
qualified chartered accountant. Such rules do not apply to a partner¬ 
ship firm. A company has to keep its books open for public 
inspection. 

(x) Dissolution : A company can be disso'ved only through the 
legal process of winding up but a partnership firm can be dissolved 
by the partners without any legal formality. 

( xi) Implied Agency : In a partnership firm, every partner is an 
implied agent of the firm as well as of other partners. His acts are. 
binding on the firm and the partners. The acts of a company are 
not binding on its member nor are the acts of members binding on, 
the company. 

(xii) Common Seal: A company being an artificial person uses, 
a seal in place of signatures to indicate its approval. In a partner¬ 
ship a partner can sign documents on behalf of the firm. 

(xiii) Management : Unlike partnership, every member of a. 
company dne> not take active part in management. Separation of 
ownership from management is an esstential feature of a joint stock, 
company. Every member does not take an active part in the manage¬ 
ment of the company. The company is managed by a Board of* 
Directors appointed by the members. In a partnership all important 
decisions are taken with the unanimous consent of all partners. In 
a company, all policy decisions are taken by the Board of Directors, 
by majority vote. 

TYPES OF COMPANIES 
Classification of Companies : 

Companies can be divided into serveral categories. On tbe*- 
basis of modd of incotp nation t companies are of three types : 

(/) Chartered Companies are those companies which are created 
by the Royal Charter or by the special sanction of the crown of a* 
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such a company has certain exclusive privileges and wide 
The East India Company and the Charterd Bank of 
Australia India and China were the main examples of such compa¬ 
re,. Such companies can be set up today only in those countries 

-where there is monarchy. 

lii) Statutory Companies are the companies incorporated through 
a snecial Act of Parliament or s'ate legislature. The Act defines the 
objectives and powers of the company. Such companies are set up 
usually to carry on some business of national importance Reserve 
Bank of India, Industrial Finance Corporate, Life Insurance 
Corporation of India, State Trading Corporation arc a few examples 
of such companies in India. Such companies need not have a 
Memorandum of Association noruse the word Limited in their 


names. 

(///) Registered Companies are thcxe companies which are 
registered or incorporated under the Compinies Act, Insurance 
■Companies Act, Electricity Supply Act or Banking Companies Act. 
These are the most common type of companies. 


On the basis of public interest , companies can be divided into 
the following categories : 


/. Public Companies are those companies which (a) do not put 
•up any restrictions on the transfer of shares. ( b ) do not limit their 
membership to 50, and (c) invite the general public to subscribe to 
their shares and debentures. 


The membership of a public company is open to the genera] 
public. At least 7 persons arc required to form a public company. 

2. Private Company is a company which by its Articles of 
Association (a) restricts the right of its members to transfer their 
shares, ( 6 ) limits the number of its members to fifty excluding past 
«nd present employees who are share-holders, and (c) prohibit any 
invitation to the public to subscribe to its shares and debentures. 


A private company is thus a closely held company consisting 
mainly of friends and relatives, which makes possible personal 
•contact, mutual understanding and privacy of affairs. It enjoys 
3ome special privileges or exemptions under the Companies Act. 

3. Government Company is a company in which 51% or more of 
Xhe paid-up share capital is held by the central government and/or 
state governments. A government co.npiny may be either a public 
company or a private company. Ia India most of the government 
companies are private company, i.e.. their entire share capital is held 
the government. Slate Trading Corporation of India, Juie Cor¬ 
poration of India, Cotton Corporation of India are some examples. 
'Government compa» its are subject to special provisions under the 
Companies Act, 1956. 
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4. Foreign Company is a company incorporated outside India but 
having a place of business in India. It is subject to special restrictions 
under the Indian Companies Act, 1956. 

5. Companies Deemed to be Public. In order to check the 
misuse of privileges of a private company, section 43-A of the 
Companies Act, 1956 provides that : ( a) A Private Company 25% or 
more of whose capital is held by one or more bodies corporate will 
be deemed to be a public comoany except under certain conditions; 
(J>) A Private Company which holds 25% or more of the share 
capital of a public company will be considered as a public company ; 
(c) A Private Company whose average annual turnover during the 
three consecutive financial years has been Rs. one croreor more will 
be considrered as a public company at the end of three months from 
the last date of the third financial year. For example, if the average 
annua! turnover of X & Co., a private company, during the period 
1st April, 1977 to 31st March ; 19*0 has been Rs. one crore or more, 
X & Co. will become a public company with cfTcct from 1 July, 1980. 
Such companies arc also known as Section 43-A companies. These 
provisions, however, do not apply to a private company of which the 
entire paid-up share capital is held by another single private company 
or by one or more bodies corporate incorporated outside India. 

On the basis of liability , companies can be divided into : 

(/) Unlimited Company is a company the liability of whose 
members is unlimited. Such a company may or may not have share 
capital. The liability of members in such companies may extend to the 
personal property of the members. Section 12-C of the Companies 
Act, 1956 provides for the incorporation of a company not ha\ing 
any limit on the liability of its members. 

(i/) Company Limited by Guarantee is a company in which the 
liability of each member is limited to the amount he has promised to 
pay in the event of the winding up of the company. This amount 
is known as the guarantee. In case a guarantee company has a share 
capital, liability of members consists of, besides the guarantee, the 
unpaid amount on the shares held by them. Guarantee companies 
are formed usually to promote art, social and cultural activities. 
Stock exchanges, sports clubs, trade associations, chambers of 
commerce are often organised as companies limited by guarantee. 

(Hi) Company Limited by Shares is a company which has share 
capital and wherein the liab lity of members is limited to the unpaid 
amount on the shares held by them. Such companies are most 
common in practice. 

On the basis of nationality 'there are two kinds of companies : 

(0 National or domestic companies are those companies which 
operate within the boundaries of the country of incorporation. 

9 '' 

0*0 Afulti-national or transnational companies : There are those 
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, n i es which operate in more than one country. In other w wds, 

such ? companies operate not only in the count y of >aco porat.oa 

but a^o in some other country. 

On the basis of inter-cpmpany relationslrp, companies arc of 
two types : 

(a) Holding Company : A holdin; company is a company which 

either holds more than half fin terms of face value! of the equry 
share capital of another company or controls the m ■jortty comp,. .- 
tionofits board of directors with the sole object ot contruMn* .is 
management. 

(b) Subsidiary Company : A subsidiary company is a company 
which is controlled by some other company. 

TYPES OF COMPANIES 


I 


INCORPORATION 
Chartered Cos. 

I 

Statutory Cos. 


I 


I 


Registered Cos. 


PUBLIC 

INTEREST 

Public Cos. 
Private Cos. 

I 

Companies 
deemed to be 
public 

Government 
Cos. | 

Foreign Cos. 


LIABILITY NATIONALITY 
I 1 

Unlimited Cos. Nano lal Cos. 

I ! 


Companies 
limited by 
guarantee 

Companies 
limited by 
shares 


Muui-naticnal 

Cos. 


Special Privileges of a Private Company 

Under the Companies Act, 1956 a private company enjoys 
several privileges and exemptions which dilTcr-ntiate i* frrm a pa-v'ic 
company. The main privileges of a private company are : (0 I« can 
be formed only with two members while a public company requires 
at least 7 members, (ii) It need not issue a p\> pectu* or hie a srate- 
ment in lieu of prospectus. It, also is not n*qui-ed to pub'Uh and 
register particulars of allotment of shares, (ii-) A p ivate company 
can proceed with the allotment of shares without receiving the minimum 
subscription by way of application money. A puM-c comp nv, on 
the other hand, must receive minimum subscriotion within 120 days 
of the date of issue of the prospectus, (iv) A public company cannot 
commence its business without receiving a Cert'iicaie of Commence¬ 
ment of business. A private company is not required to get such a 
certificate. It can commence business immediately aftci receiving 
the Certificate of Incorporation, (v) A private company can gram 
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loans for purchase of ils own shares ; a public company cannot do so. 
<vi) A private company is not required to convene a statutory meet¬ 
ing or file a statutory report, (vii) It need not offer new shares to 
existing shareholders, (viii) Quorum required for the general meeting 
of share-holders of a private company is two persons personally pre¬ 
sent while in the case of a public company the quorum is five persons 
personally present, (ix) A private company need not keip an index 
of its members while a public company must keep such an index. 

A private company whi.h is not a subsidiary of a public 
company enjoys following additional exemptions, (a) It can have 
only two directois while a public company must have at least three 
directors. ( b) All directors of a private company can be permanent 
and need not retire by rotation, (c) The statement containing direc¬ 
tor’s comcnt to act as directors and their undertaking to buy quali¬ 
fication shares need not be filed with the Registrar of Companies. 
(d) The maximum managerial remuneration can exceed 11% of net 
p-ofits. The accounts of a public company arc public documents 
but a private company need not keep its books open to non- 
members. (e) A director of a private company can attend a 
meeting and exercise his vote on a contract in which he has an 
interest. A private company can giant loans to its directors with¬ 
out government approval.- A person can be a dir. c or of more 
than 20 private companies', ig) Rcsirictions on the appointment of 
a manager and a managing director do not apply to a private 
company. All directors of a private company can be appointed by 
a single resolution. The number of directors can be changed (subject 
to a minimum of two) without ob aining the consent of the Central 
Government. (/;) It can grant loans to other companies under the 
same management and can purchase shares and debentures of such 
companies, bur, cannot invite the public to subscribe to its shares. 
It can frame its own rules and regulations through its Articles of 
Association in respect of general meetings, manner of taking votes, 
etc. (0 A private company can issue deferred shares with dispropor¬ 
tionate voting rights (f» Managing Director/Manager of a private 
company can hold an oifice of profit. 

Advantages of Company Organisation 

A joint stock company enjoys several advantages as a form of 
business ownership : 

(/) Limited Liability : Shareholders in a company are liable 
only upto the face value of shares held by them. Their private pro¬ 
perty is not liable for the debts of the company. Their risks are thus 
limited. 

(//) Continued Existence : A company enjoys perpetual succes¬ 
sion as it is not affected by changes in its membership or manage¬ 
ment. Projects of long-term nature can be organised best in the 
form of joint stock companies. A company is like a river which 
retains its identity in spite of constant changes in its parts. 
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(Hi) Transferability of Shares : Members can freely transfer 
shares in a public limited company. Shares of public limited com- 
oanies are generally listed on a stock exchange and people can easily 

huv and sell them. Facility of transfer of shares makes investment 
in companies liquid and encourages investment in industry. 

(it ) Vast Financial Resources : Company form of organisation 
enables concentration of large financial resources. Division of capital 
‘into shares of small value enables people with small incomes to invest 
in shares. Different types of securities can be issued to attract 
different types of investors. In a public company, there is no limit on 

the number of membership. People can invest in shares without 
undertaking unlim.ted risks. Limited liability and transferability of 
shares enables a company to mobilise savings from rich and poor, 
enterprising and cautious alike. 

(v) Expert Management : Because of its large resources, a com¬ 
pany can afford the services of expert executives. Separation oL 
owne'ship from management enables specialisation and prolessionali- 
sation of management. Centralised control by the Board ot Directors 
ensures uniformity of action and unity of direction. Large capital 
permits the use of expensive machinery, expert managers and specia¬ 
lisation of functions. 


(vi) Public Confidence : Due to several legal regulations on a 
company and because of wide publicity of its affairs, a company en¬ 
joys the trust and confidence of the public. Through research and 
development, a company can keep itself in tune with changing econo¬ 
mic and social conditions. 


(vil) Democratic Ownership : Anybody can become a shareholder 
in a company and there is no discrimination in the allotment of 
•shares. Transferability of shares enables diffusion of ownership and 
common man can participate in the gaios of industrialisation. 

(viii) Scope for Expansion : A company can raise additional re¬ 
sources and can reinvest its profits due to which there is a great scope 
for the expansion and growth of business. Expansion brings econo¬ 
mics of large scale. Multinational business has become possible 
because of the joint stock enterprise. 

(/x) Diffusion of Risks : The company form provides a mecha¬ 
nism by which a person can diversify his investment and risks. He 
can invest his total money in several companies which is not possible 
in sole proprietorship or partnership. 

(x) Social Advantage : A joint stock company provides employ¬ 
ment to a large number of persons and encourages saviogs and in¬ 
vestment in industry by all and sundry. It serves as an effective 
medium of mobilising the small and scattered savings of the com¬ 
munity. Company form of ownership, therefore, stimulates the 
process of capital formation. According to Stephenson “through the 
joint stock company, capital and business ability may be linked 
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together for the benefit both of the individual investor and the whole 
community.” 

Describing the importance of company form of organisation. 
Cole s'ates. “the modern capitalistic age is the age of joint stock 
enterprise and its outstanding achievement is the joint stock company. 
Joint stock company or corporation is the representative institution 
of the capitalistic world as the craft or merchant guild was of the 
medieval economic system.*’ 1 Joint stock company is the most im¬ 
portant form of business ownership from the standpoint of produc¬ 
tion, sales and capital investment. 

Disadvantages of a Company 

A company suffers from the following limitations : 

(/) Difficulty of Formation : The process of incorporation of a 
company is very complex and time consuming. A number of docu¬ 
ments have to be drafted and filed with the Registrar of Companies. 
Services of experts are needed to prepare these documents. A public 
limited companv has to go through additional legal formalities in 
order to get the Certificate of Commencement of Business. All this 
involves expense of time and money. 

(ii) Government Regulation ami Control: The operations of a 
company are subject to several legal regulations. It has to submit 
reports and returns every year. It must keep its accounts 
in the prescribed form and must get them audited by a qualified 
chartered accountant. Publication of accounts and their submission 
to every shareholder is essential. The objects and capital of the 
company can be changed only by going through a legal process. 
These regulations and restrictions not only increase the expense but 
also make the organisation inflexible. 

(Hi) Economic Oligarchy : Absentee ownership results in the con¬ 
centration of effective ccntrol in the hands of a tew persons. The 
management is expected to act in the in'erests of shareholders but 
becomes in practice a self-perpetuating body. Large corporate enter¬ 
prises tend to form themselves into combinations which may prove 
detrimental to other forms or to the consumers. This in turn results 
in monopoly and concentration of economic power in few hands. 
Divorce between ownership and management results in oligarchic 
management and the control of shareholders becomes an illusion. 

(iv) Neglect of Minority : Every decision in a company is made 
by majority vote so that minority is at the mercy of the majority of 
shareholders. Law provides measures against the oppression ot 
minority but the measures are not very effective in practice. Unscru¬ 
pulous promoters may dupe poor and ignorant investors. 

(v) Lack of Secrecy : Widespread publicity of a Company’s 
1 G.D.H. Cole (Ed.) : Studies in Capita! ami Investment, p. 58. 
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-■ r . makes secrecy of operations almost impossible. The accounts 
of a public company are open for inspection even to non-members. 

(Vi) Lack of Motivation : Management in large companies is in 
.he hands of paid employees who do not have personal interest m 
the nanas F company There is a danger of irresponsible and 

fraVdS mana^mcnu There is lack of initiative and responsibility 
on“he part of paid executives, resulting in waste and inefficiency. 

(vii) Tax Burden: The profits of a company are taxed twice 
once'as the income of the company and secondly as the income of 
shareholders Double taxation involves heavy liability. However, 
ax liability is comparatively low at high levels of income because the 
companies are taxed at a flat rate while the rate of tax increases with 
an increase in income in case of sole proprietorship and partnership. 

(viii) Bureaucratic Management : Too many levels of authority in 
large corporation result in red-tape in management. Quick decision 
and prompt action become difficult. A large company is generally 
unable to adjust itself easily to changing business conditions. It be¬ 
comes an inflexible organisation. 

Ux) Conflict of Interest : Joint stock company is the only form 
of organisation where a permanent conflict ot interests can exist. In 
solo proprietorship there is no scope for conflict of interest and in a 
partnership permanent conflict results in the dissolution of the firm. 
In a company there can be conflicts between shareholders and mana¬ 
gement. board of directors and chief executives and creditors and 
shareholders. 


(x) Difficulty of Dissolution : A joint stock company is not only 
difficult to form but also difficult to dissolve. Being a creature of 
law, it can be made to die only through a legal process of winding 
up. 


(xi) Reckless Speculation : The shares of a public company are 
often listed on stock exchanges and are freely t-ansferable. Directors 
and executives having inside information may manipulate share prices 
for their personal benefit. Frequent corners, squeezes and take-over 
bids on stock exchanges have become a common feature in the 
modern business world. 


In spite of its limitations, the company form of ownership is 
today the dominant form because it has great potentials for growth 
and expansion and risks are limited. The company form of owner¬ 
ship is particularly suitable for large businesses requiring heavy capi¬ 
tal investment and involving great risk and uncertainty. Aircraft 
building, ship-building, iron and steel plant, etc. are a few examples 
of such businesses. In certain lines of business, company is the only 
form of ownership. For instance, banking business can be run only 
ia the form of a joint stock company registered under the Backing 
Companies Act, 1949. 
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Distinction between Private and Public Companies 

Points of distinction Private company Public company 

1. Number of Minimum—2 Minimum—7 

Members Maximum—50 Maximum—No 

limit 

'2 Name The name must The name must 

include the word include the word 

“Private Limited”, “Limited”. 

3. Number of Minimum—2 Minimum—3 

Directors 

4 Articles of Must prepare its May adopt Table 

Association own Articles of A as given in the 

Association. Companies Act. 


5. Public 

Subscription 


€. Prospectus 


7. Allotment of 
Shares 


8. Commencement of 
Business 


9. Transfer of shares 


10. Share Warrants 


•11. Statutory Meeting 


Cannot invite 
public to subscribe 
to its shares and 
debentures. 

Need not issue and 
file a prospectus. 


No restrictions on 
allotment of 
shares. 


Can commence 
its business 
immediately after 
getting the 
Certificate of 
Incorporation. 
Restrictions on 
transfer of 
shares. 

Cannot issue share 
warrants. 

Not required to 
hold statutory 
meeting or file 
a statutory report. 


Generally invites 
public to subscribe 
to its shares and 
debentures. 

Must issue and 
file a prospectus 
or a statement in 
lieu of prospectus. 

Cannot allot shares 
without raising 
minimum subscrip¬ 
tion and without 
complying with 
other legal formali¬ 
ties. 

Can commence 
business only after 
getting the Certifi¬ 
cate of Commence¬ 
ment of Business. 

No restrictions on 
transfer of shares. 

Can issue share 
warrants per 
bearer. 

Must hold a statu¬ 
tory meeting and 
file a statutory re¬ 
port. 


2.85 


FORMS OF PRIVATE BUSINESS OWNIRSHIP 

12 Deffcred Shares Can issue deffered Cannot issue suck. 

shares with dispro- shares. 

portionate voting 

rights. 

13 Directors (a) No qualification (a) Qualification 

shares. shares prescribed. 

( b ) Directors need ( b) One third of the- 
not retire by two-third of direc- 

rotation every tors must retire by 

year. rotation every year 

(c) No restriction (c) Appointment and 

on the appoint- reappointment requi- 

ment and re-ap- res approval of the 
pointment of Central Government, 

managing/whole 

time directors. 

( d) No limit on (d) An individual can- 

number of dire- not be a director of 

ctorships. more than 20 com¬ 

panies. 

(e) Directors can (e) Directors can not 

borrow from borrow without the 

their company approval of Central 

Government. 

(/) A director can (f) Special resolution ; 
occupy any required for this pur- 

office of pri fit. pose. 

( g) Interested ( g) Interested director- 

directors can cannot vote in the 

vote in the board meeting, 
meeting. 

14. Managerial No restrictions Total annual remune- 

Remuneration on directors, ration must not ex- 

remuneration. cced 11 per cent of the 

net profits. In case of 
insufficiency of profits, 
the maximum limit is 
Rs. 50,000/ per an¬ 
num. 

15. Index of Members Need not keep If membership exceeds 

a separate index 50, a separate index of 
of members. _members is required. 

Note : For other points ol distinction, see the privileges and exemp¬ 
tions of a private company. 

The above description reveals that a private company is a 
compromise between partnership and public company. To some 
extent, it combines the ad^ntag<s of both. It enjoys the advantages. 
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of separate legal entity, continuity, limited liability and business 
secrecy. At tbe same time, it is free from excessive government 
regulation and progressive income-tax liability. 

For these reasons, a private company is very suitable for 
organising a medium sized business involving considerable risk of 
loss or uncertainly of profit. Whole-sale trade, large scale retailing, 
e g. departmental stores, chain stores, etc. and transportation services 
are examples of such business. Private company is also' P rc *® rrc( J 
by those who wish to take the advantage of limited liability but at 
the same time desire to keep control over the business within a limited 
circle of friends and relatives and want to maintain the privacy of 
their business. Private Company organisation is also appropriate in 
case of business of a speculative nature e.g. hire-purcuasc trading, 
stock-brokers, under-writing firms, etc. 

Joint Stock Enterprise in India 

The corporate form of ownership originated in India with the 
enactment of the Companies Act, 1850. Since then, the corporate 
sector has made a tremendous progress in the country. This can be 
seen from the following table : 

Number and Paid up Capital of Companies for Selected Years 


Year 
ended 
31 st 
March 


6 
1 
6 
1971 
6 

7 

8 
9 


Number of Companies 


Paid up capital of Companies 
( Rs . in crores) 


Public 


Private Total Public Private Total 


V0.4 

48.2 

72.3 
0.b3 

35.3 


2677 0 
2905.6 


7266.5 

8514.0 


2 
5 
9 
4 
9 

9943.5 

11419.6 


2 88.0 8749.0 11437.0 


Source : Annual Reports o.i the Working and Administration of the 
Companies Act, Govcrnmtn. of India. 

The above tabic indicates that there has been a decrease of more 
than 17 per cent in the number of public companies and an increase 
of 109 per cent in the number of private companies over a period 
of 23 years (1956-79). The total number of companies over the same 
period hat increased by 68 percent. This perhaps implies that private 
company is more popular than the public company in India. Increase 
in the paid up capital, on the other hand, reveals that the paid up 
capital of public companies has increased more significantly than t u e 
paid up capital of private companies and all companies. This may 






FORMS OF PRIVA7B BUSINESS OWNERSHIP 2-87 

he due to the fact that private companies are mostly of a very small 
size having a paid up capital of less than Rs. fifty lakhs. 

In addition to the trends in the growth of the corporate sector 
ahove the structive and pattern of companies is also impor- 
jtSw-Hg table gives a bird’s eye view of the corporate 

sector in India 

Companies at Work as on 31st March, 1979 


Type of Co mpany _ 

I Companies Limited by share 
la) Government Companies 
Public limited 
Private limited 

(b) Non-Government Companies * 
Public limited 
Private limited 


782 

321 

461 

50,269 

7,893 
42.3'/6 


II. Companies with unlimited 

liability 62 

III. Companies limited by 
Guarantee and associations 

not for profit 1,414 

IV. Foreign Companies 

(Registered under Section 358 

591 of the Companies Act) - 

Total 52,885 


* Provisional 


Source: Report on the Working and Administration of the Compa¬ 
nies Act for the year ending 31st March, 1979, Government 
of India. 


An analysis of the above table will reveal the following salient 
features of the joint stock enterprise in India : 

1. An overwhelming majority of the companies are private 
companies. Public companies constitute only 15 per cent of the total 
number of companies operating in the country. 

2. Out of the total number of companies limi'ed by shares, 
only 1 per cent were Government Companies. Majority of the 
Government companies were private limited companies. 

3. Of total number of foreign companies, were 189 of the British 
origin, 64 were American owned and the rest belonged to other 
countries. 

4. Industry-wise distribution of companies shows that about 29 
per cent of the companies were engaged in trade and finance. About 


fifty per cent were in processing and manufacture and the remaining, 
were in agriculture, mining services etc. About 57 per cent ot manu¬ 
facturing companies were in metals and chemicals industries. 

5 State-wise distribution of companies at work reveals that 
about one-fourth of the Companies are located in West Bengal,, 
about one-fourth in Maharashtra, about 11 per cent in Delhi, about 
9 per cent in Tamilnadu, and the rest in Gujarat, Uttar Pradesh, 
Karnataka, Kerala, Andhra Pradesh, etc. 

CO-OPERATIVES 

As a form of economic organisation, a co-operative society ia. 
an association of individuals who seek progress through self-help and 
mutual-help. Co-operatives grew as a means of avoiding the exploi¬ 
tation of the weaker sections of society at the hands of economically 
strong individuals. It is not merely a form of business organisation 
but a movement for the uplift of the weak and the poor. The co¬ 
operative movement began with the setting up of a consumers’co¬ 
operative store called “Rochdale Society of Equitable Pioneers” in 
184* in England. A co-operative society is “a form of organisation 
where in pe.sons belonging to an homogeneous group voluntarily 
associate together as human beings on the basis of equality for the 
promotion of the economic interests of themselves.” 1 According to 
the I.L O; it is “an association of persons usually of limited means 
who have voluntarily joined together to achieve a common economic 
aim through the formation of a democratically controlled business 
organisation making equitable contributions to the capital required 
and accepting a fair share of risks and benefits of the undertaking.’ * 
Under the Indian Co-operative Societies Act, 1912, a co-operative 
society is “a society which has as its objectives the promotion of the 
interests of its members in accordance with co-opera*ive principles.” 
A cooperative society is thus a voluntary association with unrestricted 
membership and collectively owned funds organised on democratic 
principles of equality by persons of limited means who join together 
to supply their needs and wants through mutual help and service. It 
is an association of persons who have some common interests and 
who join together on a voluntary and equal basis for the fulfilment 
of their economic interests. 

Characteristics of Co operatives 

An analysis of these definitions reveals the following essential 
characteristics or principles of co-operatives : 

(j) Voluntary Association : A co-operative society is a voluntary 
association of persons who join together for the protection and pro¬ 
motion of their common interests. There is no compulsion to join or 
to remain in the society. Any person who has a common interest 
can become the member of the society and is free to leave it any 

1. H. Calvert : The Laws and Practice of C-ooperation, (1921). 

2 International Labour Organisation : Co-operatioo in Industry, p-S. 
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time. Shares of the society are not transferable but reveit back to 
the socie y. 

(//) Open or Universal Membership : The membership of a co¬ 
operative society is open to all irrespective of caste, creed, religion or 
sex. However, in some cases, e g., co-operatives for crop protection 
and irrigation, membership may be restricted to a particular group- 
of persons. Members should have, however, a common interest. A 
co-operative society is politically and religiously neutral. 

(/'//) Democratic Control : In a co-operative society, every mem¬ 
ber has one vote irrespective of the funds provided by him. Equality 
among members and the absence of proxy system and limited mem¬ 
bership drawn from the local population ensures effective check on 
the management of the society. Members can participate in the 
administration of the society. All these result in the democratic 
management and control of a co-operative society. ‘One man one 
vote* is the basic principle of cooperation. United and joint action 
rather than competition is the basis of co-operation. 

(/v) Service Motive : Co-operatives aim basically at service to its 
members. The primary motive is not profit-making but service to 
members and the community. Service-abovc-self is the spirit of co¬ 
operation. There is an emphasis on the material and moral uplift of 
members. 

(v) Equitable Division of Surplus : The income of a cooperative 
society is distributed not on the basis of ownership but according to 
the business provided by members to the society, i.e. goods purchased 
by each member in case of a consumer cj-operative store and output 
supplied to the society in case of a marketing cooperative. A limited 
dividend up to 10 per cent is paid on the capital and a certain part 
of the surplus upto a maximum of 10 per cent can be used for the 
benefit of the local community. At least 25 per cent of the surplus 
must be set aside for reserves. A co-operative society is thus not 
capitalistic in nature. 

(vt) Cash Trading : A cooperative society generally sells goods 
to its members on cash basis. In exceptional cases credit may be 
granted. Cash dealing encourages savings among members and 
avoids bad debt losses. 

. (v/7) Compulsory Registration and Separate Legal Entity : Though 
voluntary in character, a cooperative society must be registered 
under the Indian Cooperative Societies Act or under a State 
Cooperative Societies Act. In case a group of persons uses 
the term ‘cooperative’ without being registered, it shall be punish¬ 
able with fine and imprisonment. A co-operative society after regis¬ 
tration becomes a body corporate independent of its members. Under 
the Indian Co-operative Societies Act, 1912, or a State Co-operative 
Societies Act, a co-operative society can be registered after fulfil in g 
the following conditions : (a) At least ten members above the age of 
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18 years must sign the application; ; (« A oommftn bond between 

members should exist in the lorm ol a common . ocaloccu - 
nation etc.; (c) A joint application giving details of membership, 
objectives, share capital, etc. should be made; (d) Two copies of the 
ruies and bye-laws of the society should be filed; (e) The accounts of 
a cooperative society must be audited every year The application 
for registration must contain the following particulars : (a) The name 
of the society; (6) The aims and objectives for which the society » 
being registered; (c) The names and addresses of members, (d) Divi¬ 
sion of share capital; (e) Terms and conditions on which members 
are to be admitted; (/) Mode of investment of surplus A coopera¬ 
tive society may adopt model bye laws given in the Act instead of 
framing its own bye-laws. 

(viii) Education and Training : A co-operative society can 
succeed when its members are educated and trained in the principles 
and practices of co-operation. 

(ix) Equality • A co-operative society is based on the principle 
of equality and social justice. 'Each for all and all lor each 1 is the 
slogan of cooperative organisation. Members of a cooperative 
society have a community of interests. 

(x) Financing : The capital of a co-operative is provided by 
members. One member cannot buy more than 10% of the total share 
capital or capital worth Rs. I .COO whichever is higher. Shares are not 
transferable but can be paid back to the society. 


(xi) Management : The ultimate authority of management in a 
co-operative society rests with the general body of members. The 
policies laid down by the body are executed by an elected manage¬ 
ment committee. The .committee together with a general manager 
and other officers looks after the day to day administration ol the 
society. 


Advantages of Co-operatives 

As an economic organisation, a coperative society enjoys the 
following advantages : 

(/) Ease of Formation : A co-operative society is easy to orga¬ 
nise. It has simply to get itself registered with 10 members under a 
Co-operative Societies Act. Expenses of formation are comparatively 

low. 

(2) Elimination of Competition : A Co-operative Society elimi¬ 
nates the middleman and provides the daily requirements of its mem¬ 
bers at economical prices. It also enables control by the consumer 
over the agencies supplying goods and services. Cooperatives can be 
organised both for welfare work and business purposes. Cooperative 
ownership is also suitable where the entrepreneurs belong to a local 
.area. . ...l.di 
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(?) Economical Management : The operating expenses of a 
cooperative society are very low because of the elimination of com- 
n'titive advertising and honorary services of management provided 
bv the members Close cooperation between members improves the 
efficiency of operations. Certainty and regularity of demand avoids 
the need for speculative buying and surplus stocks. Management 
is also democratic because of the principles of ‘one man. one vote’. 
Therefore, there is full protection to minority interest in the coopera- 
tive organisation. 

(4) Tax Advantage : A cooperative society is exempt from in¬ 
come tax and surcharge on its earnings upto Rs. 15,000 per annum. 
It is also exempt from stamp-duty and registration fees. 

(5) Limited Liability : Every member of a cooperative society 
has a limited liability and does not face unlimited risk. 

(6) Stability and Continuity : After registration, a co-operative 
society becomes a legal entity. Its existence is not affected by the 
death insolvency, etc. of members. As members of a cooperative 
society are drawn from a local area or from a compact group, there 
is a greater identity of interests among them. 

(7) Ploughing Back of Profits : The financial position of a co¬ 
operative society is strong because of compulsory creation of reserves. 
The amount of interest and dividends is limited. Cash trading redu¬ 
ces the amount of investment and avoids bad debt losses. 

(8) Government Aid : Co-operative societies are exempt from 
severe rules and regulations. They get financial and non-financial 
help from the government because they work for the uplift of weaker 
sections of society. 

(9) Social Advantage : Co-operatives encourage the habit of 
thrift and savings and promote mutual co-operation between the 
members of a community. By providing daily needs at fair prices, 
they help raise the standard of living of members. By using a cer¬ 
tain part of their surplus for the benefit of the local community, they 
develop a sense of loyalty and brotherhood in the society. They 
also educate the public in democratic and peaceful methods of life. 
Acoopsrative society is a training ground in self-government. A co¬ 
operative society helps in reducing inequalities in the distribution of 
wealth and income and in the moral uplift of the masses. A co¬ 
operative society is thus not merely a business enterprise but a com¬ 
bination of business and a spirit of service which evokes loyalty, 
fellowship and a corporate feeling. It is based on the principles of 
equality and social justice. 

(10) Open Membership : Everyone has the opportunity to join 
in and share the benefits of the society. Cooperatives are thus a 
means of community development and social welfare. They occupy 
today an important place in the economic and social life of mankind. 
There is hardly any human activity to which the principles of co- 
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operation cannot be applied with advantage. It is a socio-economic- 
movement helpful in bringing about an egalitarian and harmonious 
social order. In India cooperatives have been designed as a means 
of ushering peacefully a new economic and social order free from 
exploitation and injustice. 

Disadvantages of Cooperatives 

The main limitations of a co-operative society are as follows : 

(i) Incompetent Management : Due to Limited resources, a co¬ 
operative society cannot generally afford expert executives. It 
depends largely on honorary service by members who are generally 
unqualified. Guranteed markets and fixed customers result in stag¬ 
nation of effort. Paid officers of'en lack incentive, initiative and res¬ 
ponsibility. There is lack of selfless workers and devoted member* 
ship. Misuse of funds for sectional interests and frauds in operation 
are quite common in cooperatives. 

(//) Limited Finances : Absence of profit motive and limited 
means of members of a co-operative society make it difficult to raise 
large amount of finance. A co-operative society generally suffers 
from perennial shortage of capital. There is little scope for growth 
and expansion. 

(iii) Mutual Rivalries : Lack of unity and the spirit of service 
among members is the common cause of failure of co-operatives. 
After a dramatic and enthuasitic start, a co-operative society often be¬ 
comes inactive and lifeless. Absence of competition and opposition 
from the capitalist also adds to the difficulties of a co-operative 
society. 

(iv) Lack of Secrecy : Due to wide publicity of affairs of a co¬ 
operative society, business secrets are difficult to maintain. Coopera-* 
tivc societies are subject «o several legal formalities. They must get 
their accounts audited every year by qualified auditors. 

( v ) Bureaucracy : Due to legal control and bureaucratic atti¬ 
tude of the managing committee, a co-operative society lacks flexibi¬ 
lity of operations. Decisions are often delayed and there is lack of 
enterprise on the part of members. Cash trading restricts the volume 
of business of the society. 

(vt) Lack of Public Confidence : Due to the inefficient working 
of most of the co-opcrativcs in the country, pubUc has little faith in 
the co-operative movement. Cooperatives cannot succeed for long 
merely on government patronage. 

As a form of organisation, co-operatives are thus suitable for 
small and medium sized ventures. They are found generally in tra¬ 
ding and service organisations, though there are cases of large indus¬ 
trial cooperative:, also. 
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Difference between a Company and a Co-operative 

Both company and co-operative are incorporated bodies, both 
are associations of persons who jointly contribute capital and both 
are managed by an elected body. But they differ in several respects. 

(/) Number of Members : The minimum number of persons is 
7 in a public company and 2 in a private company. A co-operaiive 
-requires at least 10 members. The maximum number of members is 
50 in a private company and 100 in a co-operative credit society. 
There is no maximum limit in case of public companies and non¬ 
credit co-operative societies. 

(//) Liability : The liability of members of a company is gene¬ 
rally limited to the face value of shares held or the amount of 
guarantee given by them though the Companies Act permits Unlimited 
companies. The members of a co-operative society can opt fer un¬ 
limited liability. 

(Hi) Open Membership : The membership of a cooperative 
society is open at all times and new members have to pay the same 
amount per share as old ones have paid: A company, on the other 
hand, closes the list of members as soon as its cipital is fully subscri¬ 
bed. * People who want to become members later on have to buy 
shares at the stock exchange. 

(/v) Management and Control : The management of a co-opera¬ 
tive society is democratic as each member has one vote. In a com¬ 
pany, the number of votes depends upon the number of shares held 
by a member. There is little separation between ownership and 
management in a co-operative society due to limited and concentrated 
membership. 

(v) Ditpoial of Surplus : The profits of a company are distribu¬ 
ted as dividends in proportion to the capital contributed by the mem¬ 
bers. In a co-operrative society a minimum part of surplus must be 
set aside as a reserve and for the general welfare of the public. The 
rest is distributed in accordance with the patronage provided by 
different members after paying dividend upto 10 per cent on capital. 

('*/) Financing : In a company, one member can buy any number 
of shares but an individual cannot buy more than 10 per cent of the 
total number of shares of a co-operative society. A company must 
offer new shares to the existing m;m >ers while a co-operative society 
issues new shares generally to increase iis membership. A company 
is thus capitalistic in nature while a co-operative society is socialistic 
and democratic. A co-operative society is based on the principles 
of equality and social justice. 

(vii) Transfer of Shares : The shares of a public limited company 
are freely transferable while the shares of co-operative society cannot 
be transferred but can be returned to the society in case a mem¬ 
ber wants to withdraw his membership. A member of a co-operative 
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society can withdraw his capital by giving a notice to the society. A 
sha eholder, on the other hand, cannot demand back his capital from 
the company until its winding up. 

(viii) Basic Objectives : A co-operative society is set up to provide 
service to its members and surplus is incidental to such service. A 
company, on the other hand, aims at profits and is mainly an econo¬ 
mic institution. 

(/x) Coverage : A co-operative society generally draws its mem¬ 
bership from a limited local area. The members have common bond 
in the form of a common occupation or employer or locality. In a 
company members have no such relationship and are usually drawn 
from throughout the country and even from abroad. 

(x) Government Policy : A co-operative society enjoys several 
exemptions and privileges regarding income tax, stamp duty, etc. 
This is because the Government seeks to encourage the growth of the 
co-operative movement. No such exemptions, privileges and assis¬ 
tance is available to a public limited company. A private limited 
company, however, enjoys a number of exemptions and privileges 
under the Companies Act. 

(xi ) Organisation : A company is capitalistic while a co-operative 
is humanistic in structure. In the former case, capital rather than 
membership is the controlling factor. A co-operative society empha 
stses membership rather than capital contributed by a member. 

Types of Co-operatives 

Principles of co-operation have been adopted in innumarable 
fields of economic activity. Being a means of avoiding exploitation 
a ?,. f rul * l * ess competition, co-operatives can be applied to every walk 
of life. The usual forms of economic co-operatives are as follows : 

/. Marketing Co-operatives arrange for the sale of the output 
or their members and perform various marketing functions, like trans* 
portation, warehousing, grading, packaging, etc. They seek to elimi- 
naie the middlemen and secure a steady market and remunerative 
prices for small producers. Also known as co-operative sales society- 
anurkeung cooperative is often formed by small farmers and produ¬ 
cers of allied products Such a society may outrightly purchase the 
produce of its members and sell the combined output in the market. 

® other hand, it may act merely as a commission agency selling 
on behalf of its members. It may also advance money against stocks 
and may provide various inputs, like seeds, fertilizers, etc. A market¬ 
ing co-operative thus provides the benefits of collective marketing to 
its members. Such co-operatives may be agricultural marketing 
societies or non-agricultural marketing co-operatives. Such co-operati¬ 
ves often suffer from shortage of finance and competent management 
and are opposed by prvivate traders. Kaira District Milk Producers" 
Society (the Producers of Amul) and the Cotton Society of Bombay 
are the famous marketing cooperatives in India. 
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, . . . -_j „ r Producers’ Co-operatives arc formed by small 

pro d»«r?.^“^ “ d '*' s ' I ’ r0dUC - 

S^n Such cooperatives are of two types: 

,n\ Manufacturing Co-operatives are engaged in the actual pro- 
. WJT-gf T f e members are paid wages for the work done 
ductron of g ■ & number of co-operative sugar and cotton gm- 

ninif factories In India. The Indian Farmers’ Fertilizer Co-operat.ve 
(I.RF.C.) is the biggest industrial cooperative in India. 

(b) Industrial Service Cooperatives do not undertake actual 
production of goods but help their members by providing raw mate¬ 
rials tools technical know-how and other facilities A number of 
•uch co-operatives have been formed in India in handloom, khadi and 

village industries. 

3 Credit Cooperatives are cooperative societ ies which pool the 

savings of the members and make them available to those who need 

3! They encourage the habit of thrift, saving and banking among 
members. They are of two types : 

(a) Agricultural Credit Cooperatives or primary credit societies or 
rural credit societies are the co-operative societies organised in rural 
areas to remove rural indebtedness and to develop the habit of sav,n ^ 
among the villagers. Also known as land mortgage banks, they operate 
at village and district levels. In India, a net work of such co-opera¬ 
tives has been created with the assistance of the Reserve Bank of 
India. Such societies provide finance against the security or agricul¬ 
tural land and other property of farmers at low rates of interest and 
save them from exploitation by money-lenders. In India, the co¬ 
operative movement began with such societies. 

(b) Non-Agricultural Credit Cooperatives or urban banks are 
credit co-operatives formed in cities and towns to meet financial needs 
of wage earners, small traders, etc. They seek to save the urban poor 
from the exploitation of money-lenders Urban banks accept deposits 
from members and provide other banking services to them. State 
Co-operative B inks and Central Co-operative Banks are the main 
examples of such societies in India. 

4. Co operative Farming Socie'ies or agricultural co-operatives 
are associations of small land owners who pool their resources to 
secure the benefits of large scale and scientific farming. They are of 
special importance in India due to small and fragmented holdings of 
farmers. They solve the problems of finance, irrigation, seeds, ferti¬ 
lizers, etc. These societies are of following types : 


(a) Collective Farming Society : The land is owned jointly by 
the members who operate on the farm as wage-earners. The surplus 
of the society is distributed among the members in proportion to the 
wages earned by them. Collective ownership and collective operation 
are its main features. Land of non-members can also be taken on 
lease and landless labourers can also become members. 
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(b) Joint Farming Society : Each member is an independent 
landowner. AH members combine their land and cultivate it jointly. 
Members receive wages and surplus in proportion to their land 
holdings. A limited dividend is also paid. Members are free to with¬ 
draw their holdings from joint cultivation. 

(c) Tenant Farming Society : Land is owned by the society but 
is divided between members. Each member cultivates his own land 
and pays rent to the society. The profits of the society are distributed 
in proportion to the rents paid by members. The methods and 
plans of cultivation are decided for all members by the Society. 

(d) Better Farming Society : Each member owns and cultivates 
his land independently. But there is joint puichase and use of inputs, 
and centralised selling and common methods of cultivation arc used. 

5. Cooperative Housing Societies : Such societies are organised by 
people ot limited means who are unable to construct and own their 
own houses individually. They are organised in big cities where 
housing is an accute problem. These societies acquire land trora 
Urban Development Authority at concessional rates and provide 
loans and other facilities to members for the construction of their 
own houses. Housing co-operatives are of the following types : 

(a) Tenant Coperative Societies : These societies build houses 
and let them out to members for rent. They are not very popular 
as they do not fulfil members’ desire to own a house. They, however, 
provide the benefit of economical rent to members. 

(b) Flat Ownership Societies : These societies acquire residen¬ 
tial flats constructed by governmental agencies or private individuals 
and transfer them to members. This is a very popular form of 
housing cooperatives in Bombay. 

(c) Co-venture Societies : They acquire land, construct houses 
and sell them to members on hire purchase basis. In some cases, 
the society provides land and assists members to build their own 
houses. A number of such housing co-operatives are operating in 
India at present. 

6. Consumers' Co-operatives Stores : The most popular type of 
cooperatives is the retail stores owned and operated by the consumer*. 
Such stores buy articles of daily use from wholesellers and sell them 
to members at concession.nl prices. Such stores help in eliminating 
the mindlemen and in stabilising prices. The Super Bazar is a famous 
example of consumers’ co-opeiativc stores in India. Consumers’ 
cooperative stores have been described in detail in the chapter ‘Chan¬ 
nels of Distribution*. 

7. Midtipurpose Co-operatives : These societies are organised 
to take care of all aspects of rural and urban life. In rural areas, 
they supplv seeds, fertilizers and other facilities to farmers. In cities, 
they piovide financial, insurance and such other services. They are 
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. cn Vnnwn as better living societies or service co-operatiVes. Some 
rh-m ownand operate hospitals, cultural and recreational centres, 
° f th '™° ndes newsservices, etc. Labour and construction co- 
2S. consist' of skilled, semi-skilled and un-skilled workers. 
Th"v undertake to construct dams, roads, buildings, etc. They 
1 L1h nrimarilv to eliminate the contractor and to secure re¬ 
munerative and hourable living for the members. The Indian Coffee 
House Workers’ Co-operative is the best known service cooperative in 

India. 

CO-OPERATIVE MOVEMENT IN INDIA 

The co-operative movement in India dates back to 1904 when 
the Co-operative Credit Societies Act was passed. The Act was designed 

to ca mbit rural indebtedness and to eneouragethnftand sir- help 

amongst farmers, artisans and persons with limited means. The Act 
gave a concrete shape to the idea of co-operative by providing for 
the formation of co-operative credit societies. Since then the co-opera¬ 
tive movement has made a phenomenal progress specially in the helds 
of agricultural credit, supply of farm inputs, processing, storage and 
marketing. There was a spurt in co-operative credit societies whose 
number rose to 8177 with a membership of more than four lakhs m 
1911. In order to widen the scope of the co-operative movement, 
Cooperative Societies Act, 1912 was passed The Act provided for 
the setting up of non-credit co-operatives also. It a so made a provi¬ 
sion for the formation of coordinating bodies like co-operative 
unions and central co-operative banks. In 1914, the Maclagon 
Committee appointed by the Government of India suggested grea¬ 
ter non-official participation in the co-operative movement. 

Co-operation became a provincial subject under the Montford 
Reforms of 1919. Many provinces enacted their own laws to promote 
and regulate cooperatives in their respective territories. The co-opera- 
tive movement suffered a great set-back during the Great Depression 
of 1929-33. Attempts were made to revitalise the movement alter the 
formation of popular ministeries in the provinces in 1937. As a re¬ 
sult, the number of co-operatives increased from 57000 in 1925 to 
1.3,7000 in 1939. The membership of cooperatives stood at about 
61 lakhs. In 1945, the Co-operative Planning Committee recommend¬ 
ed the conversion of primary societies into multipupose societies. 

Agricultural and consumer co-operatives made a great progress 
during the Second World War. The total number of co-operatives n 
the country increased to 1,39,136 in 1947 covering about 17 per cent 
of the total population. Since independence, the cooperative move¬ 
ment has made rapid strides. The Government of India has recogni¬ 
sed co-operatives as an important means of achieving the ideal of 
*a socialistic pattern of society’. In 1951, the Reserve Bank of 
India appointed a committee under the chairmanship of Mr. A.D. 
Garwala to review the reorganisation of rural credit through co op:ra- 
tives. The committee suggested in 1954, an “integrated scheme of 
rural credit” with the following features. 
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(a) state partnership in co-operative institutions at all levels ; 

(b) full co-ordination between credit and other co-operatives; 

( c) development of viable primary agricultuaal crerdit co-opera* 
tives; 

(d) establishment of a net work of warehousing co-operatives ; 
and 

(<?) facilities for the training of co-operatives personnel at all 
levels. 

Another committee, namely the Committee on Co-operative 
Credit (V.C. Metha Committee) stressed in 1959 the development of 
viable co-operatives with the help of Panchayats. The conference of 
State Ministeries for co-operation held at Madras on 12th June, 1968 
observed that the co-operative movement in India has yet to serve 
the small farmers and weaker sections of society. The conference 
suggested measures for the consolidation and revitalisation of the 
co-operative movement. These measures included diversification of 
sources of credit, utilization of co-operative credit for marketing and 
processing and an intergrated structure of co-operative credit. 

The successive Five Year Plans have emphasised the role of 
co-operation in the achievement of growth with social justice. The 
First Five Year Plan made a provision of Rs. 8 crores for the deve- 
lopment of co-operatives. This was raised to 47 crores under the 
Second Plan. The Second Plan called for the diversification of the 
co-operative movement through the formation of industrial, market¬ 
ing, consumers, and other non-credit co-operatives. The Plan envisa¬ 
ged the creation of a full fledged co-operative sector in the country. 
It stressed the role of co- operative farming in increasing food produc¬ 
tion. The number of co-operafve societies increased from 18,1,000 
in 1956 to 3,35,000 in 1966. Their membership increased from 30 
l^khs to 15 crores during the same period. 

The Third Five Year Plan called for the formation of 2.3 lakh 
village co-operatives, 600 marketing societies, 400 primary cooperative 
stores and 200 co-operative wholesale stores. The Plan also suggested 
the organisation of 318 pilot projects to cover 3180 co-operative farm¬ 
ing societies. The Fourth Plan earmarked Rs. 200 crores for the 
development of agricultural and consumers’ co-operatives. t Under 
the Fifth Five Year Plan, a sum of Rs. 2,750 crores was set 
aside for this purpose. The Plan aimed at the consolidation and 
strengthening of the co-operative movement in the country. The 
National Commission on Agriculture suggested the formation of 
farmers’ service societies for small and marginal farmers. In 1973, 
the consultative council on cooperation, an advisory body stressed 
the creation of a management cadre for co-operatives. 

The salient features and operational dimensions of the co-opera¬ 
tive movement in India for selected years between 1950-51 andi 
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1973-74 are given in me iukiuwius 

• 




1950-51 

1960-61 

1970-71 

1975-76 

No. of Societies 
(lakhs) 

1.8 

3.3 

3.2 

3.1 

Membership of 





Primary Societies 
(lakhs) 

137 

342 

591 

848 

Share capital 
(Rs. Crores) 

45 

222 

851 

1520 

Working capital 
(Rs. Crores) 

276 

1312 

6810 

12432 


Source : India, 1978-79, p. 254. 


A study of the data in the above table shows that between 
1950*51 and 1975-76 the membership of primary societies increased 
by more than six times, the share capital of all types of co-operatives 
increased by more than 33 times and the working capital by more 
than 48 times. 


Position of Different Types of Cc-operatives 

A brief description of the various types of co-operatives formed 
in India is given below 

/. Cooperative Credit Societies : The cooperative movement in 
India began with the formation of credit co-operatives. More man 
two-third of the total number of co-operatives in the country are cre¬ 
dit co-operatives. Co-operative credit societies are of two types, 
namely (a) Agricultural or Rural Credit Co-operatives and (b) Urban 
Credit Co-operatives. Agricultural Credit Societies are the most 
common type of co-operatives in the country. They cover at present 
about one-third of the total rural population. The agricultural credit 
co-operatives have three tier credit structure, consisting of the co¬ 
operative banks at the State level. Central Co-operative Banks at the 
district level and primary agricultural credit societies at the village 
level. They provide short term and medium term agricultural credit. 
During 1975-76, there were 1.40 lakh primary agricultural credit 
societies, 345 central cooperative banks and 25 State co-operative 
Banks. During 1975-76, primary agricultural cooperatives advanced 
short and medium term credit worth Rs. 899 crores. The Central 
Co-operative Banks granted credit woith Rs. 1,240 crores and the 
Co-operative Banks granted loans worth Rs. 23.60 crores during the 
same period. The Co-operative Land Development Banks issued 
loans aggregating to Rs. 181 crores as long term development finance 
for agriculture during 1974-75. There are about 19 State Coopera¬ 
tive LaDd Development Banks with about 1,707 primaries and bran¬ 
ches for meeting the long term credit needs of farmers for land 
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development, minor irrigation purchase of tractors, power tillers, 
etc. 

One salient feature of agricultural credit policy is the emphasis 
laid on providing credit to small and weak farmers. The loaning 
policies and procedures of agricultural credit co-operatives have been 
simplified and credit made more production-oriented than security- 
oriented. Special concessions are available to small, marginal and 
economically weak farmers. Provision of short term credit is also 
extended to unregistered tenants and share croppers, subject to cer¬ 
tains safeguards. 

The Central Government has setup Agriculture Refinance Deve¬ 
lopment Corporation, Small Farmers Development Agencies (SFDA) 
and Marginal Farmers and Agricultural Labourers Development 
Agencies (MFAL) to strengthen the co-operative credit structure in 
the country. 

Non-agricultural credit co-operatives or u-ban banks meet the 
needs of salaried employees, industrial workers and small traders. 
These societies advan:ed loans worth Rs. 791 40 crores in 1974-75 
and their deposits totalled Rs. 534.70 crorcs as on 30th June, 1975. 
All India State Co-operative Banks Federation and National Coopera¬ 
tive Land Development Banks Federation are the two apex institu¬ 
tions of credit co-operatives in the country. 

2. Industrial Co-operatives : These cooperatives consist of village 
and small industries cooperatives, co-operative processing societies, 
weavers, co-operatives, etc. There were 1 2.5^8 weavers’ societies with 
a membership of II 03 lakhs and 26 195 other industrial co-operatives 
with a membership of 12.86 lakhs as on 30th June, 1975. The Proces¬ 
sing units established in the co-operative sector are of two types, 
namely (a) units established by independent processing societies, and 
{b) units established as adjuncts to co operative marketing societies. 
The first category consists of larger units, sachas sugar factories, 
solvent extraction plants, fertilizer plants and spinning mills. Medium 
and small units such as rice mills, oil mills, cotton ginning factories 
fall under the second category. The Indian Farmers Fertilizer Co¬ 
operative Ltd. ilFFCO) is the biggest industrial co-operative in the 
countrv. It was set up in 1967 and it has four plants for the produc¬ 
tion of ammonia and urea. The society not only provides fertilizers 
to its farmer members but also se Is to them the concept of modern 
farming technology. For this purpose, the co-operative has a field 
force of about 25U highly trained agricultural graduites who educate 
farmers in the use of balanced fertilizers, in soil testing, in obtaining 
credit, improved seeds and other inputs from other co-operative socie¬ 
ties. 

In addition to the processing units, a number of functional co¬ 
operatives have been established for dairy, fishery, poultry, storage, 
etc. On December, 31, 1975, out of a total of 168 dairy plants in 
operation in India, 41 were in the co-operative sector. On 30 June, 
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, q7 6 there were 21,106 primary milk supply cooperatives with a mem- 
?';,hi„ of 17 200 lakhs. These dairy co-operatives handled products 
worth Rs 87 crores during 1974-75. Co-operative dairy units are 
popular in Andhra Pradesh, Karnataka, Rajasthan, Punjab and 
Uttar Pradesh. 

On June 30, 1975 there were nearly 46,000 primary fishermen 
cooperatives with a membership of 4.86 lakhs. They handled fish 
■forth Rs. 8.39 crores during 1974-75. There were 1,300 primary 
Poultry co-operatives with a membership of 49 - < 00. These handled 
noultry products worth Rs. 3.85 crores during 1974-75. A storage 
ranicitv of 93.81 lakh tonnes was available with 22,443 co-operative 
oodowns and 99 cold storages. The National Cooperative Develop¬ 
ment Corporation and the Agricultural Refinance Corporation pro- 
vide assistance to dairy, fishery, poultry and storage co-operatives. 

A National Federation of Industrial Co-operatives was set up in 
1966 to develop the export and wholesale marketing of products of 
industrial co-operatives. The National Federation of Co-operative 
Sugar Factories, All India Federation of Cc-operativc Spinning Mills*. 
National Co-operative Dairy Federation of India are other national 
level federations of industrial co-opcrativcs in India. 

3. Marketing Co-operatives: The marketing co-opcrativcs consist 
of about 3,278 primary co-operative marketing societies covering all 
important agricultural markets in the country, 25 state co-operative 
marketing federations, 173 district marketing societies and one 
National Agricultural Co-operative Marketing Federation. The total 
value of agricultural produce handled by such co-opeiatives increased 
from Rs. 175 crores in 1961-62 to about Rs. 1560 crores in 1975-76. 
The National Agricultural Co-operative Marketing Federation 
(NAFF.D) promotes inter-state and export trade of farm products. 
It exported farm products worth Rs. 29,75 crores in 1975-76 and its 
turnover stood at Rs. 44 83 crores. The Federation also undertakes 
movement of essential commodities from surplus areas to scarcity 
areas and helps government efforts to ease consumer supplies. It 
has acted as a stabilising force in keeping an optimum balance bet¬ 
ween price paid to farmers, the internal consumer prices and exports. 
Co-operatives also distribute fertilizers, seeds and other inputs to far¬ 
mers. Nearly 60 per cent of the fertilizers consumed in India are 
distributed by Cooperatives. Cooperatives distributed fertilizers worth 
Rs. 716 crores and seeds and pesticides worth Rs. 75.5 crores during 
1975-76. 


4. Consumers ' Co-operative Sicicti.s'. There is a network of 
consumers’co-operatives to help in the fair and equitable distribution 
of consumer goods at reasonable prices. On 30th June, 1976, there 
were about 456 central and wholesale consumers' co-operative stores, 
about 15,165 primary consumers' co operatives, 14 state federations of 
consumers cooperatives and the National Cooperative Consumers’ 
Federation at the apex. The Central and wholesale co-operatives had 
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also set up about 3,539 branches, and were running 178 department 
stores. Since November, 1972, consumers co-operatives are distribu¬ 
ting controlled cloth. There were about 56.339 retailoutlets as on 
30 June, 1973 tor the distribution of controlled cloth. About 80 
per cent of these are located in rural areas. Consumers co-operatives 
also supply essential consumer articles such as food grams, pu ses, 
spices, vanaspati, tea, coffee, sugar, etc. to students, hostels and ap¬ 
proved lodgings at prefercntial/concessional rates. Consumers co- 
peratives are managing about 66,COO fair price shops of which 53,000 
are in rural areas. Consumers* co-operatives now cover all urban areas 
with a population of 50.000 and more. Consumers' co-operatives distri¬ 
buted goods worth Rs. 990 crores during 1975-76. 


The National Co-operative Consumers' Federation (NCCF), 
which is the apex organisation of consumers’ co-operatives has made 
significant progress in recent years. It undertakes commercial as well 
as promotional activities. It also acts as a co-ordinating and consult¬ 
ing organisation of consumers’ cooperatives. It has set up a consul¬ 
tancy and promotional cell to provide expert guidance and advice in 
various aspects of operation and management of consumers co-opera¬ 
tives. 


5 Other types of co-operatives : In addition to the above, there 
are cooperatives for labour and construction, housing, training and 
research etc. Labour contract and construction co-operatives have 
been organised with a view to provide employment at reasonable 
wanes to their members and to prevent their exploitation by the 
contractors. On 30th June, 1976. there were 9508 Labour Coopera- 
tives at State and district levels with a membership of 6.3 lakhs. I he 
value of works executed by them was Rs. 40.48 crores in 1975-76. 
There is a proposal to organise a national level federation of labour 
co-operatives. 


There were 25.633 primary housing co-operatives with a member¬ 
ship of 16.4 lakhs as at the end of June, 1975. These co-operatives cons¬ 
tructed about 5 lakhs tenaments. 3.76 lakhs independent houses, and 
an equal number was under construction. There is a National Co¬ 
operative Housing Federation at the apex. 

There exists a three tier structure of training and research co¬ 
operatives. It consists of a National Institute of Co-operative 
Management, 15 Co-operative Training Colleges and 66 Co-operative 
Training Centres. These three types of institutions cater to the training 
of senior, intermediate and junior personnel respectively. 

6. Multi-purpose co-operative societies have been set up in tri¬ 
bal areas of Andhra Pradesh, Bihar, Madhya Pradesh, Maharashtra, 
Rajasthan, West Bengal and Orissa. These societies provide credit 
to the tribals, undertake collections and marketing of agricultural and 
minor forest produce, and arrange for the supply of agricultural in¬ 
puts and essential consumer goods. 
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7 National Co-operative Federation : A major development over 
.. oast one decade has been the emergence of national co-operative 
i Lr^rinns which have added a new dimension to the co-operative 
infrastructure in the country. With National Co operative Union of 
inX at the apex, the other national cooperative organisation include 
.hV National Agricultural Co-operative Marketing Federation, the All 
India State Co-operative Banks Federation, the National Federation 
nf Co-operative Suear Factories, the National Co-operative Land 
nevelopment Banks Federation, the National Co-operative Consumers’ 
Federation the National Federation of Industrial Co-operatives, the 
All-India Federation of Co-operative Spinning Mills, the National Co¬ 
operative Housing Federation and the National Co-operative Dairy 
Federation of India. 

A birds' eye-view of the development of Co-operatives in India 
is given in the following table : 


Primary Non-Credit Co-operative Societies in India 


Type of Co-operative 

Number 

Membership 
(in laklis) 

Work ing 
capital 
(Rs. in 
lakhs) 

in 

(2) 

(3) 

(4) 

General purpose 
Marketing Societies 

2565 

27.72 

22855 

Specialised 

societies 

562 

3.66 

3572 

Milk Supply 

Societies 

18548 

15.94 

4029 

Live stock/Live stock 
products societies 

1880 

0.69 

568 

Farming societies 

8857 

2.49 

2085 

Irrigation societies 

5025 

1.83 

2110 

Other agricultural 
societies 

9218 

5.83 

5642 

Sugar Societies 

164 

8.11 

67898 

Cotton Ginning Processing 227 
Societies 

1.70 

5023 

Other processing 
sot ieties 

832 

2.19 

2367 

Weavers’ societies 

12627 

11.24 

11025 

Spinning Mills 

68 

1.65 

10478 

Other Industrial 
societies 

26320 

13.06 

6244 


Contd. 
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(1) 

(2) 

(3) 

(4) 

Industrial Estates 

195 

0.16 

2627 

Consumer Stores 

14745 

45.09 

5463 

Housing Societies 

25650 

16.48 

63645 

Fishery Societies 

3971 

5.21 

2394 

Other non-agricultural 
societies 

6522 

5.50 

3364 

Cold Storage 

50 

0.12 

322 

Labour Contract and 
Construction 

7193 

4.10 

20003 

Societies 

Forest Labourers 

1502 

1.72 

2861 

Societies 

Transport Societies 

819 

0.45 

1436 

General Insurance 

2 

0.01 

N.A. 

Societies 

Total 

1,47,542 

175.02 

2,27,966 


Source : India, 1977-78, pp. 262-63. 
N.A. = Not available. 


Achievements : It can be seen from the above description that 
the cooperative movement has made a great progress m India, home 
of the achievements or benefits of the movement are described 
below :— 


1. The Cooperatives have largely freed the farmers from the 
exploitation of the money-ienders. Cheap and esay credit has been 
made available to them. 

2 The cooperative societies have encouraged the use of better 
farming methods, improved seeds, better fertilizers and scientific agri¬ 
cultural implements. This has increased the yield from agriculture. 

3. Through marketing cooperatives, farmers are able to realise 
a fair value for their produce. 


4 Industrial Cooperatives have promoted rural entrepreneur- 
ship and rural industrialisation. They have been helpful in improving 
the lot of artisans and small-scale industrialists. 

5. Consumers’ cooperatives have enabled the weaker sections 

of society to obtain the necessities of daily 1,fe a *. « " cooDeratWes 

ensuring proper distribution ol essential commodities, cooperatives 
have saved the consumers from exploitation at the hands of greedy 
traders. 

6 . In general, the cooperatives have improved living standards 

by promoting thrift, self-help and the spirit of service. Through co 
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operatives, people get 


education and training in business and manage¬ 


ment. 

7 Cooperatives have helped in curbing monopoly and in re- 
H.irine in-equalities in the distribution of income and wealth. They 
have been instrumental in developing a sense of responsibility and 

experience in self-government. 

Defects : In spite of all these achievements, the progress of co¬ 
operatives has not been satisfactory in the country. Following de¬ 
facts have been noticed in the co-operative movement in India : 

1 Xhe movement lacks spontaneity as it has been a spoonfed 
child of the government. As a result, it suffers from red tape and 
bureaucracy. The movement has not caught fully the imagination of 
the public. 

2. While the overall progress of co-operative movement appears 
striking there are wide regional disparities. The level of development 
of agricultural co-operatives is not uniform in all states. 


3. Most of the co-operatives suffer from incompetent and 
fraudelent management. In the absence of efficient and dedicated 
leadership, many societies are on the verge of bankruptcy. Favouri¬ 
tism and nepotism have dealt a severe blow to the co-operative 
movement in India. 


3. Too much emphasis has been placed on the provision of 
credit. Lack of proper co-ordination between the supply of credit 
and processing and marketing has stood in the way of progress of 
co-operatives. 

4. The principles and significance of cooperation have not been 
fully understood due to the illiteracy and ignorance of people. The 
result has been that the movement has not received the whole-hearted 
co-operation of the people for whose benefit it was launched. 


5. Co-operatives have been the victim of sectional and commun¬ 
al interests. Casteism and party politics have exercised a dampening 
influence on the co-operative move mi nt in India. 


6 . The cooperative movement has faced strong opposition from 
traders, money-lenders and other vested interests. Lack of dedication 
on the part of members and indifference of the people have made it 
possible for the vested interests to put strong resistance to coopera¬ 
tion. 


Measures : In its review of the cooperative movement in 
India, the Reserve Bank of India states that cooperative credit conti¬ 
nues to be hampered by irrational loan policies. Loan disbursal and 
recovery are not properly adjusted to seasonal demands. There i* 
need to diversify the cooperative movement in India. Efforts should 
be made to eliminate vested interests, to develop dedicated leadership 
to promote efficient management, and to eliminate casteism and 
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politics. Emphasis should be on the balanced development of all 
types of cooperativives. There is need to mobilise public savings to 
augment the finances of cooperative societies. A country-wide promo¬ 
tion programme should be launched to popularise the movement in 
the country and to educate people in the principles of cooperation. 
Arrangements should be made for the training of managerial per¬ 
sonnel of cooperatives. 

Number of schemes have been framed to accelerate the growth 
of agricultural cooperatives in underdeveloped states. State coopera¬ 
tive laws are being reviewed with a view to overcome the reported 
restrictive features of cooperative legislation which tend to prevent 
the quick growth of cooperatives. The aim is to blend the principle 
of democratic control with the self-reliance of the cooperative move- 
ment. 
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UNIVERSITY QUESTIONS 

1. Mention the features of company form of organisation. In what respects 

is it an improvement over partnership ? (Delhi, 1973. 1975; Agra, 1972). 

2. Compare and contrast the features relating to ownership and management 
in Joint Stock Company organisation and Partnership, and evaluate them. 

(Delhi, 1979) 

3. 2 3 4 5 6 ‘From the social point of view the joint stock company organisation has 
great potential for both good and evil”. Discuss the statement bringing out 
clearly the merits and evils of joint stock company method of organising a 
business. 

4. Explain the privileges and exemptions enjoyed by a private company over 

a public company. (Lucknow, 1962; Jodhpur, 1970) 

5. “Private company organisation is a compromise between partnership and. 
public company". Critically examine this statement. (Delhi. 1977; Calcutta, 1964). 

6. Bxplain the salient features of a private limited company and differentiate 

it from a public limited company. (Calcutta, 1966; Delhi, 1974). 
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7 A medium sized business unit can be startei either as a partnership or as 

a nrrvat** company. Discuss the relative merits of the two forms of organisation, 
a privatecompa (Delhi, 1968; 1976; Calcutta, 1968) 

8 What are the essential characterstics of cooperative form of organisation ? 
Discuss the merits and demerits of a cooperative society. 

9 Differentiate between companies and cooperatives, bringing out clearly 
the principles underlying each of them. 

10 . Describe the various types of cooperative societies formed in India. 

11 Discuss the main characteristics of consumers’ cooperative stores. What 
steps would you suggest for their popularisation in our country ? 



8 

Choice of a Form of Business 

Ownership 


Several forms of business ownership are found in the modern 
business world. These forms have been explained in the previous 
chapters. Every businessman has to decide a suitable form for his 
business. This involves choice between the various forms. The choice of 
form of ownership is a crucial decision as it influences the success and 
growth of a business. Therefore, the form of ownership should be 
chosen with due thought and deliberation. An intelligent and rational 
choice can be made by keeping in view the various essentials of an 
ideal form of ownership. 

Essentials of an ideal form of ownership 

The characteristics of an ideal form of ownership are described 
below : 

/. Ease of Formation : An ideal form of ownership should be easy 
to form. Ease of formation implies absence of legal and other for¬ 
malities and least expense in formation. It should be easy to select 
pioper business partners or associates. 

2. Sufficient Finances : Adequate capital should be available 
at the initial stages and there should be facility of raising necessary 
funds in future. A good form of ownership ensures fair returns 
to investors and safety of their investment so that investors should 
like to provide ample funds to the firm. 

3. Limited Liability : Every business involves risks and un¬ 
certainties. An ideal form is one that keeps liability limited in pro¬ 
portion to the prospects of profits. The company form provides the 
benefit of limited lability while the liability is unlimited in case of 
single proprietorship and partnership. However, unlimited liability 
increases the credit-standing of the firm and provides a spur for ini¬ 
tiative and hard work on the part of owners. 

4. Transferability of Interest : The degree of risk and liability 
can be reduced if the investment is transferable. In a joint stock 
company, a member can easily transfer his interest by selling his 
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shares. 

nership. 


This is not possible in case of sole proprietorship and part- 


An ideal form enables maximum 
control of the firm. It 
of effort. Decisions can 


5 Efficient Management : 

D0SS ible efficiency in the management and 

nprmits division of labour and specialisation ui cuuri. uccisiuns can 
be taken promptly and there is sufficient incentive to motivate mana¬ 
gers to operate effectively. Ownership and control should go hand in 
hand so that there is a direct relationship between effort and reward. 
It should allow employment of professional executives and freedom 
of action. 


6. Continuity and stability : A successful enterprise must enjoy 
uninterrupted existence over a long period of time. Only a stable 
firm can provide continuous employment to owners and workers. In 
the words of Prof. Haney “the organisation must both be able, 
when undisturbed, to last through a long period of time, and also to 
resist temporary disturbing influences, that is, be stable'*. 1 


7. Flexibility of Operation : Flexibility refers to the adaptability 
of the enterprise to changing marketing and manufacturing condi¬ 
tions. It should be easy to introduce changes in the firm from time 
to time and there should be scope for expansion. 


8. Minimum Government Control : An ideal form of ownership 
is free from strict legal regulations. Observance of too many regu¬ 
lations involves expense of time and money. From this point of 
view, sole proprietorship and partnership are preferable to company 
form. 


9. Retention of Business Secrets : It should be possible to re¬ 
tain vital business secrets without being leaked out to the competitors. 
Sole proprietorship permits maximum business secrecy. In a partner¬ 
ship secrets can be kept by selecting partners with utmost care. But 
a company is under legal obligations to disclose important informa¬ 
tion to the shareholders and the public. 

10. Law Tax Burden : Different forms of ownership are assessed 
on different bases under the Income-tax Act. Other things being 
equal, a form that has lower tax liability is preferable to a form in¬ 
volving heavy burden of tax. From this angle, proprietorship and 
partnership forms are preferable to a company. The profits of a 
company are subject to double taxation—as income of the company 
and as dividends in the hands of shareholders. However, at high 
levels of profits, company carries a lower tax liability because the 
rate of tax remains constant irrespective of the volume of profits. In 
other forms, the tax rate increases with an increase in profits. 

In practice, all the above mentioned features are seldom found 
in one form. Therefore, no single form of ownership is ideal for 
all types of business or for all times to come. 


1. L.H. Haney : Business Organisation and Combination, p. 44. 
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FACTORS AFFECTING THE CHOICE OF 
THE FORM OF OWNERSHIP 

The problem of deciding a suitable form of ownership is faced 
by every businessman who is contemplating to start a new venture 
or to expand an existing one. Choice of the right form of ownership 
is essential for the success of a business firm. The selection of the 
legal form of organisation is an important problem as it affects all 
important aspects of business such as the division of profits, the 
amount of risk, the availability of finance, the degree of control, etc. 
There are several forms of ownership and organisation. They vary 
greatly with respect to the division of profits, risks and control. A 
comparative evaluation is, therefore, necessary to make an appropri¬ 
ate choice. No single form is ideally suited for all types of businesses 
or at all times. The form of ownership has to be adapted to the 
requirements of business. “Selection of a legal form is not the pro¬ 
cess of fitting a business into a legal ‘straight jacket', rather the pur¬ 
pose of choice is to aid the business in solving its problems. Selec¬ 
tion of the proper form is a matter for careful deliberation and judge¬ 
ment as mistakes committed in the choice may prove very costly later 
on. The choice is dictated generally by the following factors.** 

1. Type of business—service, trade, manufacturing. 

2. Scale of operations—volume of business (large, medium, 
small) and size of the market area served (local, national, interna¬ 
tional). 

3. Degree of direct control desired by the owners. 

4. Amount of capital required initially and for expansion. 

5. Degree of risk and liability and the willingness of owners to 
assume personal liability for business debts. 

6. Division of profits among the owners. 

7. Length of life desired for the business. 

8. Relative freedom from government regulations. 

9. Scope and plan of internal organisation. 

10. Comparative tax liability. 

These factors are inter-related and inter-dependent. For ins¬ 
tance, the amount of capital required and the degree of risk depends 
upon the nature and size of business. The degree of control and the 
division of profits are both related to risk and liability. In the light 
of these factors, the different forms of ownership may be analysed as 
under : 

/. Type of Business : The nature of business has an important 
bearing on the choice of the form of ownership. Businesses^providing 
direct services e.g. retailers, hair-dressing saloons, tailors, restaurants, 
etc., and professional services, e.g. doctors, lawyers, etc. depend for 
their success upon personal attention to customers and the personal 
knowledge or skill of the owner, and are, therefore, generally organi- 
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, as proprietary and partnership concerns. Manufacturing organi¬ 
sations of large size are more commonly set up as private and public 

companies. . 

2 Size and area of Operations : Large scaie enterprises catering 
narional and international markets can be organised more success- 
f«llv as private or public companies. The reason is that large sized 
r/rnrises require large financial and managerial resources which are 
h?vond the capacity of a single person or a few partners. On the 
nrher h ind sm ill and medium scale firms are generally set up as 
mrtnership and proprietorship. Small scale enterprises like hair-dres- 
bake-ies, laundrers, workshop;, etc., cater to a limited market 
and’ require small capital. The risk and liability are not heavy and 

the management problems can easily b? handled by the owner him- 

elf Therefore, the owner likes to be his own master by organising 
as a sole proprietor. He can maintain face to face relationship with 
his customers which is important in small service enterprises like 
tailors, restaurants, beauty parlours, etc. Medium sized enterprises 
and professional firms eg. health clinics, chartered accountants, etc., 
are predominantly partnership. They pool their capital and expertise 

to operate on a larger scale and to avail of the benefits of specialisa¬ 
tion Large scale enterprises and emerprhes involving heavy risks, 
e.g. engineering firms, departmental stores, five star hotels, etc., are 
normally organised as companies. These enterprises require huge 
capital, heavy risks and expert managers. Proprietory and partnership 
forms are unable to provide these resources. The company form is, 
therefore, best suited to large scale enterprises. Similarly, where the 
area of operations is wide-spread, company, ownershipjs appropriate. 
But if the area of operations is confined to a particular locality, sole 
proprietorship or partnership will be a more suitable choice. 


3. Degree of P:r tonal Co itro 1 A person who desires direc ; 
control of business prefers proprietorship rather than the company 
because there is a separation of ownership and management in the 
latter case. 

. 4. Amount tf Capital Required : The funds required for the 
establishment and operation of a business have an important impact 
on the choice. Enterprises requiring heavy investment, / e. iron and 
steel’plants, etc., should be organised as joint stock companies. A 
partnership has to be converted into a company when it grows be- 
ybnd the capacity and resources of few persons. Requirements of 
growth and expansion should also be considered in making the choice. 
There is maximum scope for expansion in case of a public company. 


5. Degree of Risk Involved: The volume of risk and the 
willingness of owenrs to bear it, is an important consideration. A 
tingle individual may have large financial resources sufficient for a 
medium scale enterprise but due to unlimited personal liability he 
may not like to organise as a proprietor or a partnership. Due to 
limited liability and a large number of shareholders, there is maximum 
diffusion of risk in a public company. 
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6. Division of Surplus : A sole trader receives all the prohts 
of his business but he also bears all the risks. If a person is ready to 
bear unlimited personal liability and desires maximum share of 
profits, proprietorship and partnership are preferable to company 
form. 

7. Duration of Business : Temporary and ad hoc ventures can 
be organised as proprietorships and partnerships as they are easy to 
form and dissolve. But they lack continuity and stability. Enter¬ 
prises of a permanent nature can be organised only as joint stock 
companies because only the company form enjoys perpetual succes¬ 
sion. “The organisation must both be able, when undisturbed, to 
last through a long period of time, and also to resists temporary 
disturbing influences, that is, to be stable.’* 1 

8. Government Regulation and Control : Proprietorships and 
partnerships are subject to little regulation and control by the 
Government. Companies are, on the other hand, subject to severe 
restrictions and have to undergo several legal formalities. But this 
factor is not very important and it can be helpful in making the 
choice only when all other factors are unable to indicate a clear-cut 
choice. 

9. Managerial Requirements : Organisational and administra¬ 
tive requirements depend upon the size and nature of business. Small 
businesses, using simple processes of production and distribution 
can be managed effectively as proprietorships and partnerships. On 
the other hand, giant enterprises involving the use of complex techni¬ 
ques and procedures require professional management. Such enter¬ 
prises can be managed efficiently only as joint stock companies. Due 
to identity of ownership and management, motivation is very high in 
proprietorships and partnerships. Such motivation is lacking in a 
company due to separation of ownership from management. 

10. Tax Advantages : Various forms of ownership are taxed 
differently under the Income-tax Act in India. Proprietorships and 
unregistered partnerships are taxed as individuals. A company, on 
the other hand, pays income tax as a business unit and dividents 
declared by it are taxed in the hands of the shareholders. It is, 
therefore, subject to double taxation. Company form has a lower tax 
liability only at very high levels of income. If the expected volume 
of profits is large, it would be profitable to start a company. A 
company is taxed at a uniform rate i.e. the rate of tax remains the 
same irrespective of the volume of profits, whereas in case of partner¬ 
ship and proprietorship the rate of tax increases with the volume of 
profits. 

The above analysis indicates that the basic consideration in the 
choice of a form of ownership is the nature and size of business. All 
other factors are dependent on this basic consideration. The financi- 

1. L. H. Haney : Business Organisation and Combination, p. 44. 
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en ts the degree of risk and liability, etc. depend upon the 
*1 requirements, «. ^ scale of op erat,ons. For example, ■a sma U- 

nature of bu *'“ es f res sma u amount of capital and his risk and liability 

SCale ^°n C a e ratively limited. 

arC C f/'^nrrol and sharing of gains are related to the 

Th f f kk and°liability. When the risk is less and liability not 
degree of r,s * eur w jU not like to part with control and share 
heavy, ' h = e ° tr ' p The sma il groccer will, therefore, like to set up 
profits wtthothers 1 s and plan of organisation will also 

as a so1 ; P f r °P r et a nd nature of business. In a grocery store, he 
Vafy W 'aHoi w ll be simple as few employees will be needed. Thus the 
Se and size of business is the key factor in the choice of a form 

of ownership. 

A comparative evaluation of different forms of owership on 
basis of above factors is given at the end of this chapter. T e 
suitability of different forms may be classified as under . 

(i) proprietorship : Small trading and service enterprises like 
, ii stores workshops, bakeries, restaurants, hair-dressing and 

" ta saloons laundries, tailoring and draper shops, dry-cleaners 
and dyers and 'other enterprises requiring small capital, involving 
limited risks and the use of personal knowledge and skills. 

(ii) Partnerships and Private Companies : Medium sized service 
and trading concerns, like wholesalers, _motels. transporters, hirc- 

nurchase firms, confectioners, and professionals like attornies, I - 

vers chartered accountants, architects, consultants, etc. Also 
smal’l manufacturing firms requiring simple techniques and processes. 

mi) Public Companies : Large scale manufacturing and com¬ 
mercial undertakings, like chain stores, departmental stores etc. 
requiring heavy investment, specialized talents and complex processes 
of production and distribution. 

(jy) Co-operatives : For organising business and welfare activi¬ 
ties by persons with limited means, Main examples arc in agriculture, 
marketing and finance, housing, farming and small scale and cottage 
industries. 

The ultimate choice depends upon the balancing of the advan¬ 
tages and disadvantages of various forms. Weights may be assigned 
to different factors and the form having the greatest net weight may 
be selected. 


CHANGES IN THE FORM OF OWNERSHIP 

After continuous expansion over a period of time a business 
firm may find it difficult and uneconomical to operate in the existing 
form of ownership. It has to change the form in order to operate 
successfully with increased size and diversified operations. The main 
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problems of expansion requiring a change in the form of ownership 
are : 


(/) Need for larger financial resources. 

(//) Necessity of internal reorganisation. 

(///) Need for expert and specialised management. 

(/V) Increase in the risk and the liability of the owners. 

(v) Difficulty of retaining direct control. 

(v/) Increased liability for taxation. 

The nature and extent of these problems will depend upon the 

nature and size of business, the programme of expansion and the 
existing form of ownership. The owners attempt to choose a form 
of ownership which will help in tackling the problems of expansion 
and growth in the best possible manner. The various alternatives 
available to a business firm are as under : 


Existing form 

Immediate Alternatives 

Sole proprietorship 
Partnership 

Private Company 

Manager v/s Partner 

More partners v/s Private Co. 
Private Co. v/s Public Co. 


The choice in each case depends upon a number of factors. 
Different alternatives can be evaluated on the basis of the following 
factors : 


Manager v/s Partner 

A sole proprietor whose business is expanding very fast may find 
it difficult to meet the financial and managerial requirements himself. 
Two courses of action are op:n to him. He may employ a manager 
or may take a partner. The relative merits and demerits of the two 
alternatives are described below : 

(/) Reorganisation : If a manager is employed, no change in the 
organisational set up of business is required. Only a contract of 
service has to be made with the sclecicd individual. Taking of a 
Partner, on the other hand, requires the preparation of a partnership 
agreement, and even registration of the firm may be desired. Employ¬ 
ment of a manager is, thus, easier than the choice of a partner. 

(ii) Capital or Finance : The employment of a manager does 
not solve the problem of finance. The proprietor himself has to 
procure additional funds for the business. He does not need, how¬ 
ever, to share the profits with the manager and can repay the loans 
out of profits. A partner helps in meeting the problem of additional 
capital so that the proprietor need not borrow money. He ha*£ 
however, to share the profits of the firm with the incoming partner.' 1 

(///) Risk and Liability : If a manager is employed, the proprie- 
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tor has to bear all the risks and liability of the business himself. He 
has to oav interest on loans and salary to the manager. In a partner¬ 
ship risks are shared and salary need not be paid. But in a partner¬ 
ship also, every partner is personally liable for the acts of other 
partners and for the entire debts of the firm. 

(,V) Management : The efficiency of management will depend 
upon the competence and motivation of the partner. The manager 

may be an expert but may lack personal incentive in business A 
well chosen partner is efficient and has direct interest in the success 
of the firm. His personal interest and active part in the management 
of the firm may add to the flex bility and efficiency ol operations. 
Specialisation of efforts and coordination of activities can be secured. 

(v) Control by Owners : By employing a manager, the proprie¬ 
tor retains effective control of business. But if he takes a partner he 
has to share the control with him, unless the takes a sleeping partner 
who contributes capital but does not take part in management. But 
it is difficult to find such a partner. 

(v/) Secrecy : The sole-proprietor can keep all important 
business secrets to himself in case he employs a manager. In partner¬ 
ship secrets have to b; shared with the partners. So long as partners 
have mutual trust and confidence, the secrets are safe. Once they fall 
out secrets become known to all. 

(v/i) State Regulation and Control : Employment of an assistant 
involves no legal formalities. In partnership also, legal formalities 
are minimum. There is thus little choice in this respect. 

(viii) Tax Burden : When a manager is employed, the firm has 
to pay less income-tax as his salary is deductible for tax purposes. 
Morever, interest payble on loans is also allowed as a deduction from 
the profits. In case of partnership, the income of the new partner is 
also taxable in the hands of the firm, in case the firm is not registered 
under the Income-tax Act. 

(ix) Scope for Expansion : If a manager is employed, the firm 
may have to be converted into a partnership with further growth. 
On the other hand, in case of pirtnership more partners can be 
added to meet the needs of expansion upto a certain limit. 

(x) Continuity of Existence : A proprietorship comes to an end 
with the death, insanity, etc. of ihe proprietor. A partnership firm 
can be carried on by the remaining partners in case of the death, etc. 
of one partner. 

From the above analysis, it appears that in the initial stages of 
expansion, it will be better for the sole-proprietor to employ a: 
manager, especially if the firm is well established and is able to raise 
necessary loans. With further growth, taking of a partner will be 
morefhelpful in meeting financial and managerial requirements. 
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Partnership v/s Private Company 

With further expansion of business, a sole proprietor is unable 
to meet the requirements of his business by employing a manager. 
He is then faced with a choice between partnership and private 
trader° y Tilese two f° rms of ownership may be compared as 

(/) Reorganisation : No legal formalities are necessary for the 
tormation of partnership. Registration of the tirm is not compulsory. 

, incorporation of a private company, on the other hand, involves 
a legal process. A partnership thus has a distinct advantage over 

private company in this respect. Unless special benefits of a parti¬ 
cular business justify extra time and expense involved in formation, 
ne ease and economy of formation is an important consideration in 
«ne choice of a form of organisation. 

(//') Finances : The capital requirements of medium-sized business 
can be met equally well through a partnership and a private 
^?®R ar, y* The maximum number of members of a private company 

is larger thin those of a partnership (20 or 10). But a partner- 
\!. ! P ® n J°ys better credit standing due to the unlimited joint and several 
liability of partners. 

(///) Liability ; In case of a medium-sized business of a stable 
nature partnership is a better choice as risk is not very high. On the 
other hand, in case of large firms of a speculative nature, a private 
company because of limited liability of members is preferable. 

(/v) Management : As every partner has the right to participate 
*n the management of partnership firm, the efficiency of management 
may be low due to misunderstanding and coflicts among the partners. 
10 a private company, number of members may be larger but manage¬ 
ment is in the hands of a small group of directors and chief executives. 
Decisions can, therefore, be taken more quickly. 

Control : In a partnership, the original owner has to share 
the control with partners. In a private company, the owner may be 
able to retain effective control of business by working as managing 
director or general manager of the company. In a partnership this 
can be done by taking a sleeping or inactive partner. 

• u ( vi) S ec r ec y : A private company has to file its audited accounts 
with the Registar of Companies. A partnership firm is not required 
to do so. There may, therefore, be a greater secrecy of affairs in 
partnership. 

(vii) Continuity: A private company is more stable than a 
partnership as the latter comes to an end with the partner. But the 
-winding up of a company is a more difficult process than the dissolu¬ 
tion of a partnership. 

(viii) State Regulation and Control : A partnership firm is 
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subject to little control by the Government, even if it is registered. 
A private company, on the other band, has to comply with several 
legal formalities. 

(/*) Tax Advantage : At incomes below Rs. 1 lakh, the burden 
of tax is low in cass of partnership. A private company is preferable 
where the total net profits are at a very high level. 

(x) Flexibility : A partnership is more flexible than a private 
company. The objectives and authorised capital of a private 
company can be changed only by amending the Memorandum of 
Association and Articles of Association. No such legal formalities 
are required iq case of a partnership. In view of the highly dynamic 
conditions of business today, it is an important consideration. 


Private Company v/s Public Company 

A sole proprietor may choose a private company instead of a 
partnership where his business is growing very fast. This is also the 
case where the risks involved and the income levels are very high A 
private company may find the need for vast financial resources to 
secure economies of large scale or to exploit a business opportunitv 
In !hal case it may think of converting itself into a public company! 
The decision will depend upon the following factors: J 

(/)Reorganisation : A private company enjoys several exemp¬ 
tions and privileges which are not available to a public company 
For example, a private company can commence business immedia- 
tely after incorporation while a public company must raise the 
minimum subscription and obtain the certificate of commencement 
of business. It may, therefore, be desirable in the initial stage to 
set up a private company. A private company can be converted into 
a public company by amending Articles of Association with respect 
to the number of members, transferability of shares and issue of 

veThTgh. 5 - ThCC0Stand ,ime involvcd ^ reorganisation are not 

(//) Finances : A private company can raise limited financial 
resources due to a limit on its membership and restrictions on issu^ 
of prospects. A public company can, on the other hand secure vast 
amount of financial resources. There is no limit on the number 

zssszsstsszr 1 funds c “ bc raiJ 

- •'cs tss 

alisation of management. F f speciall8atl0n and profession- 
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(/») Control : A private company is closely held so ‘hatthe 
entrepreneur can retain effective control in h.s hands. In a pubhc 
company control is shared. Fi^ncial institutions like the Industr al 
Finance Corporation, Industrial Development Bank of India, Life 
Insurance Corporation of India, etc. are now empowered to convert 
their loans into equity shares m public companies. The control 
may pass into their hands. Control is thus more personal and direct 
in a private company. 

(v) Secrecy : Both private and public companies are required 

to file their audited accounts with the Re g ,slra ^ of fg 

the accounts of a private company are not open to public, while 
those of a public company are public documents. A private company 
is thus in a much better position to maintain secrecy ot its affairs. 

(v/) Government Regulation : A private company being a closely 
held company, is under little cootrol and regulation by the Govern¬ 
ment. A public company, on the other hand, involves public interest 
and is, therefore, subject to several legal formalities. Such regula¬ 
tions not only restrict the freedom of management but also reduce 
the flexibility of operations. 

It follows from the description that an entrepreneur will try to 
retain control of the enterprise and avoid government control £is far 
as possible. He will, therefore, carry the . x/ b u usin ® ss ^ 

stages of partnership aod private company. Y^ hen .^/^^ 
managerial needs grow beyond the capacity of a private company, it 

has to be converted into a public company. 
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Liability business. Heavy profits. Heavy low tax burden at low liability at 
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UNIVERSITY QUESTIONS 

legal organisation for starting a new business en , 97 , ; Varanasaii 1965 ) 

1 a sole trader whose business is expanding fast is considering whether he 
shouldtake . Partner", 197 A ot V Raj ilX^IvV^Shpur. 1970). 

rsf a t»f*n«*ral store wants to open a branch in a nearby town. 
Should he take°a parser ?o run the branch store or should he employ a manager 7 
Give your aJvice. (Delhi, 1967) 

CStt 

textiles in Delhi. What will be your choice . (Delhi, 1978) 

6 In many cases it has been noticed that a sole proprietorship after some 
years of its existence has been converted into a joint stock company. Explain the 
reasons which might have necessitated such conversion.^ ^ 1%4) 

7 . Write a short note on the choice of a suitable form of organisation. 




Part III 

Production Function 

1. Production Planning and Control. 

2. Plant Layout. 
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Production Planning and Control 


The production function of business is concerned with the 
production of goods and services required to satisfy customer needs, 
wants and desires. It seeks to provide customer service in terms of 
quantity, quality, price, time. etc. and to permit economical and 
efficient production operation. 

Production Management 

Production implies creation of goods and services. It involves 
the conversion of inputs (men, money, machinery, materials, etc.) in 
to outputs (utilities). Production of goods and set vices is the foca- 
point of business operations as all business activities e.g. purchasingl 
financing, selling, transportation, storage, etc., revolve around pro, 
duction. Efficient management of the production function is essen¬ 
tial to the success of a manufacturing enterprise and to the growth 
of an economy. 

Production management involves planning, organising, directing 
and controlling the manufacturing operations with the objects of 
maximising productivity and customer satisfaction. In other words, 
production management refers to the coordination of materials, men, 
machinery, methods and money to ensure economical and efficient 
production. According to Buffa, “Production management deals 
with decision-making related to production process, so that the 
resulting goods or service is produced according to the specifications, 
in the amounts and by the schedule demanded, and at the minimum 
cost. In accomplishing these objectives, production management is 
associated with two broad areas of activities : the design and control 
of production system.” 

Production system is a subsystem of the business system. It 
consists of the operations of that part of an enterprise which is res¬ 
ponsible for the conversion of inputs into outputs. 

/ 

Scope of Production Management 

The design of a production system involves long run decisions 
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i to nmduct design, plant location, plant layout, selection of 

16 at n?»n^ and Dncesses. choice of material handling system, etc. 
cqmpm-nt aQ and control of production system involves short-run 
A ht - ?on* a i!i«rinventor^control. quality control, cost reduction and 
control^eta Thus production management covers the following 
major activities : 

<\\ Product planning and development which deals with the 

design of new products, improvements in ex.stmg products, des.gn of 
materials, parts, etc. 

(2) Production planning e.g. estimation of requirements for 
Gloria's michinery and personnel, deciding sequence of operations, 
preparing' production schedules, choosing plant location and plant 
layout, selection of equipment, etc. 

(3) Production control, which implies supervision, quality con¬ 
trol, cost control, inventory control, etc. 

(4) Services e.g. standardisation, simplification, research and 
development, repairs and maintenance, engineering, etc. 


Types of Production 

There are three main types of production which are described 
below : 

/. Flow Production or Con.inuous Manufacturing: Flow produc¬ 
tion refers to the production of standardised goods with a standard 
set of processes and sequence of operation in anticipation of demand. 
The work flows through a series of specialised machines arranged in a 
line so that the material passes immediately from one operation to 
another. There is a continuous flow in the line with no waiting or 
break in the process. In other words, “flow production is the manu¬ 
facture of a product by a series of operations, each article going on 
to a succeeding operation as soon as available.’' 1 Flow production 
is also known as mass flow or assembly line production. The volume 
of production is usually high and plant layout is of product-type. 
In flow production, production control system is based upon the rate 
of flow of each piece of material through the production process. 
Petroleum, chemical, newsprint, cement, etc. are examples of flow 
production. 

2. Job Production or Unit Production : Job production involves 
the production of a product to a specific customer order. The pro¬ 
duct is usually costly and non-standardised. Each order consists of 
a small lot of idenf’cal products with different \arieties. The manu¬ 
facture of each order is considered as one job. In other words, woik 
is completed on each unit of product before passing on to the other 
unit. Job production thus cons sts of “the bringing together of 
material, parts, and component in order to assemble and commis- 


1. Broom • Production Management, p. 505. 
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sion a single piece of equipment or product.’* 1 A wide range of 
general purpose machines, non-staodardised processes and process 
layout are used. Demand is limited and specific and goods are pro¬ 
duced on a small scale. Ship building, jewellery manufacturing, and 
dam construction are common examples of job lot production. 

3. Batch Production or Intermittent Manufacturing : Batch pro * 
duction is a combination of flow production and job production • 
Each contract consists of a limited number of identical products 
which are produced in batches. For instance, an order to supply 200 
switchgears may be produced in batches of 20 each. The work on 
each batch is divided into parts and work on each batch is completed 
before the batch moves on for the next operation. No single sequ¬ 
ence of operations is used and facilities must be flexible enough to 
handle a wide variety of products and sizes. Thus batch production 
may be defined as “the manufacture of a product in small or large 
batches or lots by a series of operations, each operation being carried 
out on the whole batch before any subsequent operation is opera¬ 
ted.** 2 Automobile plants, printing presses, and heavy engineering 
industry are examples of batch production. 

PRODUCTION PLANNING AND CONTROL 

Proper planning and control of manufacturing operations is 
essential for efficient and economical production. Economy and pro¬ 
ductivity are to a large extent directly proportional to the thorough¬ 
ness with which the planning and control function is executed. In a 
big concern, manufacturing is a complex affair and success is po;s.b!c 
when proper steps are taken to ensure that goods are produced in the 
right quantity and quality, at the right time and place and by the 
best and cheapest possible methods. This is the task of production 
planning and control. 

Production Planning 

Production planning is concerned with what is to be produced, 
whin, where and how. It involves foreseeing every step in the process 
of production so as to avoid all bottlenecks and wastes and to en¬ 
sure smoth and efficient operations in the plant. It establishes the 
exact sequence of op.’ra : ions, the requirements for men. materials 
and machinery and lays down the time schedules for the production 
of each item or par^ P roduc tion pla nning has be en_dglj[i£d_as “the 
teclmiflue Q f forecasting or picturingnTTcacT every "step in a long'sfcffcs 
dTseparate operations each step to be taken in the right place, of 
the right degree, and at the right time and each operation to be done 
at maximum effic iency. ** 3 In other words, production planning in¬ 
volves looking aheidTanticipating bottlenecks and suggesting steps 
to ensure smoth and uninterrupted flow of production. 

1. H. A. Harding : Production Management, p. 110. 

2. Ibid. 

3. Alford and Beatty : Principles of Industrial Management, p. 374. 
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„ A nlannine is based upon sales forecasts. Sales forc- 

anftranslated into production plans and schedules. Production 
casts are estimates of materials, personnel and equipment 

panning prepa ^ , s It a i so establishes stock rooms and 
requiredto^ h proc Jj ares . The objective of production planning 

Insure supplies to customelsat their delivery dates, to mtm- 
* 8 t nveraU cost of production, to ensure optimum utilisation of 
misetheo materials and labour and to secure a steady flow 

plant, equipment,iJiia^ ,, prescr j b es desired level of inventoues. 

unlaws the supp y ofrMterials. parts and components so that they 
1 P L "n,hie at the right time and place. Production planning 
are available ?' . f pr S 0 d U ction control by providing an information 

It is the 'thinking' phase o! 

production. 

Production Control 

Production control involves the direction and regulation of the 
flow of materials in the plant from the raw materials stage to the 

finished product. It is a sort of watch-tower that evaluates and 
regulates P factory operations in accordance with production plans. It 
refers to a series of well-defined procedures and functions undertaken 
to coordinate men. machinery and materials for orderly flow of work 
through the proJuction process^ According to Lundy production 
control involves the coordinitmo and integration of the facilities of 
production.” 1 Through the coordination of plan? facilities, it creates 
balance bitween dilferent activities in the plant so that production 
plans are carried out effectively, v Producti >o control observe; plant 
operations, compares them with the planned production programme, 
reports deviations from the established routine and initiates remedial 
or corrective action. In other words, production control ‘ takes 
the influx of sales orders, boils them down imo production orders, 
and feeds them to the plant at a rate in a sequence that enable the 
plant to digest them most readily and with a minimum ot internal 
disorder. It aims to produce the right product, in the right quantity, 
ofrhe right quality, at the right time, and by the best and least costly 

methods. Good production control procedure means less work in 

progress, decreased stock inventories, and more rapid turnover which 
in turn results in less capital tied up in the material and greater earn¬ 
ings on money thus invested.” 2 T he bas ic objective of production 
control is to ensure highest efficiency in production and lowest 
average unit cost of production. Production control is the /action* 
phase of production. 

Production planning and control is thus a dual function of 
planning to ensure most efficient production and regulation of manu¬ 
facturing operations to ensure the execution of plans. Production 
planning and production control has been defined as “the process of 


1. J.L. Lundy : Effective Industrial Management, p. 162. 

2. Bethel and others : Industrial Organisatijn and Management, p. 217. 
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planning production in advance of operations, establishing the exact 
route of each individual item, part or assembly, setting starting and 
finishing dates for each important item or assembly and the finished 
products, and releasing the necessary orders as well as initiating the 
required follow up to effectuate the smooth functioning of the enter* 
prise.” 1 In other words, production planning and control involves 
planning, routing, scheduling, dispatching and follow up to coordi¬ 
nate the movement of men, machinery and materials. It is based 
upon the business principle of‘ first plan your work and then work 
your plan.” 

Objectives of Production Planning and Control 

The aims or objectives of production planning and control are 
as follows : 


(a) to produce maximum output at minimum possible cost; 
(b) to facilitate production of goods at the desired time; (c) to ensure 
that goods produced are of proper quality; (d) to secure optimum 
utilisation of available facilities, or resources; (e) to capature a desired 
share of the market; (f) to achieve prescribed level of profits; (g) to 
ensure regular and certain production; (h) to operate the plant at 
predetermined levels of efficiency, to minimise investment in invento- 
rise that are consistent with uninterrupted production and sales, 
O to supply customers’ orders at the prescribed delivery dates, and 
(j) to maintain employment at a stable level. 

Importance of Production Planning and Control 

As a systematic and coordinated approach towards manufactur¬ 
ing, production planning and control has several benefi s. It is the 
management's tool for increasing efficiency and reducing costs. It 
senes aj the nervous s>stem of a factory and permeates all phases 
of the mmufacuring process. It is the key to efficient production 
and the foundation for quality and cost controls. The basic functions 
of routing, scheduling, dispatching and follow-up can be used profi¬ 
tably not only in a factory but in almost every group activity. 
Production planning and control is an important tool of scientific 
managem:nt that can ensure high productivity and customer satisfac¬ 
tion. The main advantages of productionp lanning and control may 
be summarised as under : 


/. Lower Investment : Production planning and control reduces 
work in-progress and inventories and increases turnover. It ensures 
t’t- best possible utilisation of physical and human resources through 
timely supply and coordination of efforts. It makes for an even flow 
of production. This results in less capital investment and higher 
earnings as idle stocks and equipment are eliminated. 


2. Reduced Costs : Good production control means minimum 
wastage of materials and time. Elimination of idle time and inter- 



Spiiegel ind Lansburgh : Industrial Management, p. 35.1. 
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nrn duction reduces the costs of production and distribu- 
rupttons in product! plannin g and control system results in 

!L 0D ' „,^nm uSon of manufacturing facilities. It ensures the 
the optimum utm '< finished products in the most econo- 

and efficiency are kept at the h.ghest 

possible level. 

? Customer Satisfaction : Proper scheduling and expediting ot 

efficienT service to customers helps in increasing sales. Rush orders 
and overtime work are minimum. 

d Hieh Morale : Avoidance of bottlenecks and smooth flow 
Of work improves the morale of employees. They know in advance 
what how and when work is to be done. Higher effic.ency and 
s^fetv of work helps in improving working conditions and industrial 
relations. Production planning and control stabilises cmplo>mcnt. 

5 Competitive Strength : Production planning and control en¬ 
ables an enterprise to better face depression and other economic 
crisis due to balanced inventory and the ability to adjust production. 

6. Public Relations : A well-planned and well-controlled factory 
not only improves industrial relations but also the image of the 
company. Every organisation that keeps its operations in order is 
looked upon favourably by the public. Investors get an adequate 
return on their investment. 


Thus production planning and control “is not a luxury to be 
emplo>ed only by large plants but a prime necessity to any organisa¬ 
tion that wishes to operate efficiency. A sound system of produc¬ 
tion planning and control results in improved customer service, redu¬ 
ced unit costs and lower investment It is a major management tool 
that helps management in its goal of increased sales at greater profit 
and with less investment. It is the heart that sets the tempo ol the 
blood stream in the plant. But it is only a means not an end in 
itself.” The system of production planning and control should be 
tailored to the needs and resources of the particular organisation and 
should be established with the active cooperation of people at all 
levels. Production planning and control is one of the key areas in 
production management. It determines largely the pulse of manu¬ 
facturing operations. It is the focal point of the manufacturing 
cycle. It should, therefore, be handled by skilled professional 
managers. 


In a developing country like India, production planning and 
control is an important function. It can be used to secure optimum 
use of scarce resources and to maximise productivity. It can be 
helpful in raising the standard of living of the people and in ensuring 
economic prosperity and social stability. Production planning and 
control helps in the rationlisation of plant operation*. The system 
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is only as gocd as the persons operating it. 

Steps io (or Functions of) Production Planning and Control 

The exact procedure of production planning and control varies 
from one plant to another but the usual steps or elements are as 
follows ; 

Production Planning : (a) Forecasting and estimating, (b> 
Routing, (c) Scheduling, and (d) Loading. 

Production Control : (a) Dispatching, (b) Expediting or Follow 
up. 

These steps are described below : 

(i) Forecasting and Estimating : The first step in production 
planning and control is to forecast the production needs and estimate 
the amount and type of goods to be produced. The quantity and 
quality of output can be estimated on the basis of customers orders 
and the sales budget. After deciding what is to be produced and how 
much, the various production facilities needed for the purpose are 
estimated on the basis of engineering analysis and specifications. 
Additional facilities to be acquired can then be determined./ The first 
step in production control is thus concerned with the formula¬ 
tion of a production plan and its translation into requirements for 
men, machinery and materials. This preparatory step ensures timely 
supply of required facilities. 

v/’ Routing: It refers to the setting forth of the route or path 
along which raw materials arc to travel in the process of production. 
It involves the determination of the type and number of operations 
to be performed, their sequence and the machines and personnel to 
be used It is concerned with the determination of the methods and 
procedures by which goods are to be produced/ In o ther words, 
“routing involves the planning of where and by wnom the work shall 
be done, the determination of the path that work shall follow and 
the-necessary sequence of operations.“V It lays down the route or 
path over which each piece is to travel 7 in being transformed from raw 
material into finished product. Routing determines what work will be 
done on a product and how it will be done. Routing forms a ground¬ 
work for scheduling and dispatching functions?~Routing is, therefore* 
an important element of production planning and control.) 

The objective of routing is to find the best and the cheapest 
way of doing work so that there is minimum handling and back¬ 
tracking of materials. Routing proc<dures depend on several factors 
such as the type of production process, plant layout, nature of 
equipment, and the type and needs of the personnel. Besides opera¬ 
tions and their sequence, routing also involves the determination of 
lot sizes and scrap factors. ) 

I. Spriegcl & Larwburgh : Industrial Management, p. 36.1. • •« 
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The most important determinant of routing procure is the 
nlant hivout In case of product layout, routing is built into produc- 
ine as the flow of materials is virtually automatic But in case of 
t10 cc lavout there is a area' discretion on the part of the routing. 
The Dersons incharge of routing must have a thorough knowledge of 

of° a IllrVomi 

substitute the standard route. 


Routing procedure usually consists of the following steps : 

(a) An analysis of the product into components or parts to- 
determine what parts are to be purchased and which parts aie to be 
manufactured. The decision to make or buy a part is made on he 
basis of relative costs involved, the technical considerations, the time 
available for delivery of the product, availability of necessary equip¬ 
ment and personntl, purchase policy of the firm, slack periods, etc. 

(b) An analysis of the product to determine (he parts and 
materials needed to manufacture the product. A parts-list and a 
bill of materials are prepared indicating the name, identification 
number, quantity, variety, etc. of each part or material required re¬ 
production. From these documents the stock-room section checks 
up the materials and parts available in stock and decides how much 
is to be requisitioned. 


(c) Ail analysis of production standards and machine capacities 
to determine the manufacturing operations and their sequence. A 
route sheet is prepared to indicate in detail the sequence of opera¬ 
tions the processes and machines to be used, etc. A route-sneet 
provides a history of the progress of each part in the manufacturing, 
process. (It is helpful in the performance of subsequent functions. 
Several copies of the route-sheet are prepared for use in production 
control office, plant instruction, cost accounting, manufacturing 
order, raw material requisition, etcJ 


(d) Determination of lot sizes i.e. the number of units of a 
given product to be manufactured in any one lot. The lot size is 
decided on the basis of the type of production. In order to make 
production, the lot size is equal to the customer’s order plus certain 
margin to cover rejections. In case of manufacturing for stock, lot 
size is the size which is economical to produce. 

(e) Determination of scrap factors. The amount of possible 
scraps and rejections in each lot is estimated to make adjustments for 
manpower and equipment. 
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(f) Analysis of the cost of the product, and 

(gi organisation of production control, forms eg. production 
order, material requisition, job cards, labour cards, inspection cards, 
etc. These forms are nseded to authorise and report on the work 
being done. 

Routing also formulates personnel requirements. It lays down 
stock room andinventory control procedures. 

(faff S&ieduling : It involves fixing priorities for different types 
of work and deciding when work shall be perfoimed on a part or a 
product. Scheduling establishes the time sequence of production 
operations It rates work in order of priority and provides for i»s 
release to the plant at prop.r tims. It lays down the time and date 
when each operation is to be started and completed. A schedule is a 
time-table of production prescribing the starting and finishing dates 
for each job and operation. It indicates the time required for each 
job and for each of its parts. Scheduling has been defined as “the 
determination of the time that should be required to perform each 
operation and also the time necessary to perform the entire series, as 
routed, miking allowance for all factors concerned.’*' A master 
schedule is prepared on the basis of route sheets, plant capacities, 
delivery dates, etc. The master schedule is the monthly or weekly 
breakdown of the production requirements for each product. It lays 
down the relative importance of manufacturing orders. From the 
plant wide master schedule, detailed manufacturing schedules can be 
prepared for different products and jobs, to lay down the order in 
which each job is to be done. 

The objective of scheduling is to ensure that every job is started 
and completed in time and delivery dates are met. Scheduling is the 
heart of production control as it lays down the ground woik for all 
subsequent steps. It helps in keeping track of the flow of work and 
keeps rush orders and overtime to the minimum. Scheduling also 
integrates the work of various sections in the plant. Through detailed 
planning of material, labour and machine time, scheduling ensures 
that every order is completed within time and in accordance with the 
requirements. 

To be effective, scheduling must be simple and flexible. Due 
provision should be made for contingencies, such as absence of key- 
workers, break-down of machines, etc. It must be clear that routing 
and scheduling are interdependent and one cannot be done without 
considering the other. 

(/vVj Loading : It is assigning work to men and machines on the 
basis of available capacities. Specific jobs are allocated to different 
production centres in the plant. A loading table or chart showing 
the planned utilisation of machines or work stations is prepared to 
assess the spare capacity. If the chart indicates over-loading, it may 

1. Kimball & Kimba'l: Principles of In lustrial Organisation , pp. 215-16. 
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become necessary to arrange overtime or introduce an additional shift 
or transfer operations to aoother shop or subcontract excess loads 
to other firms. Incase of underloading, efforts should be made 
through the sales department to secure more orders. The objective 
is to make full use of capacity and to avoid over-stretching of facili¬ 
ties. Loading definesyyfcat work shall be done, by whom and where. 

Dispatching • Until now actual production has not started 
and only paper work has been done. Dispatching is the function 
which initiates production or sets activities in motion through the 
release of orders and instructions in accordance with plans. It invol¬ 
ves issuing manufacturing orders, assigning work to given machines 
issuing tool orders, sending necessary forms and granting permission 
to proceed according to plans. Authority is given to withdraw and 
use necess try materials, tools, fixtures, etc , and to move woik from 
one operation to another. Orders are is>ued for the starting of 
operations, reporting of production, payroll and cost data and for 
supervision ot work in progress. Dispatching may be defined as “the 
routine of setting production activities in motion through the release 
of orders and instructions, in accordance with the previously planned 
time and sequences embodied in route sheets and schedule charts.* 1 

Dispatching is an important function as it translates plans inta 
production and coordinates different operations. It ensures that 
materials are moved to the correct work p ace, tools are ready and 
work is done as planned. Dispatching may be centralised or decent¬ 
ralised depending upon the size and nature of the concern and the 
nature of the product to be produced. In centralized dispatching, 
detailed orders and instructions are sent from the central division 
directly to the machine or workstation. Decentralised dispatching 
involves issuing work order to the foreman in each department who 
determines the relative sequence in which the orders will be started 
within that department and gives detailed instructions. 


Centralised dispatching ensures coordination and control but 
leaves no scope for initiative. Decentralised dispatching minimises 
red tape and duplication of postings but makes coordination and 
control difficult. A centralised-cum-decentralised dispatching is the 
best as it minimises dela>s, provides scope for initiative, eliminate* 
elaborate reporting and is sufficiently flexible. 


'/$*) Expediting or Follow-up : It means inspection of the pro¬ 
gress of work to determine whether production is taking place accor¬ 
ding to plans or not. It spots dela>s and deviations. Raw materials 
might be delayed or there may be breakdown of machinery, etc. All 
such problems are investigated and sicps are i/tken to expedite the 
flow of work so that targets can be met in lime. Schedules may be 
changed to accommodate urgent orders. Inspection is also necessary 
to control the quality of goods in the process of production. • 


1. Alford & Beatty : Principles of Industrial Management , p. 413. 
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“Follow-up or expediting is that branch of production control 
procedure which regulates the progress of materials and parts through 
the production process.” 1 The expediting function is concerned with 
the observation of discrepancies so that remedial action may be taken 
in time to ensure accomplishment of goals. Taking corrective action 
is an important part of follow up. Through corrective measures 
defects in routing and scheduling can be removed. The deviations 
from production plans are investigated and steps are taken to remove 
the bottlenecks in the accomplishment of plans. A sound system or 
expediting is necessary not only to assure adherence to production 
programme but also 10 justify revision of the plans. Follow up 
serves as a catalytic agent to fuse various separate and unrelated 
production activities into the unified whole that means progress. It 
endeavours to see that the promise is backed up by the perfor¬ 
mance. 

Production planning and control is a continuous process and 
its elements as stated above are inter-related and inter-dcpcndent. To 
be effective, the system must be comprehensive, flexible and backed 
by the active cooperation of people throughout the organisation. An 
effective production planning and control system requires accurate 
and uptoda'e information about productive capacities and require¬ 
ments, a sound organisation structure, an efficient reporting system, 
appropriate standards, scientific equipment and efficient personnel. 

Application to Various Types of Production 

No single system of production planning and control will satisfy 
the requirements of all industries. The type of production planning 
and control that should be established varies from enterprise to enter¬ 
prise depending upon the policies ard size of the undertaking, range 
of products and processes, abilities of personnel, degree of decentra¬ 
lisation, etc. The most important factor affecting the nature and 
scope of production planning and control is the type of the produc¬ 
tion process. Basically there are three types of production system 
as described above. The application of production planning and 
control to each of them is described below : 

1. Continuous or Mass Flow Production : Under continuous 
production, standardised goods are produced on a large scale with 
the help of fpicialised machines and product layout. Production 
planning and control problem in case of such production is essentially 
one’of maintaining flow and balancing inventories. The main task 
of the production control department is to maintain a continuous 
and uniform flow of work at a predetermined rate to ensure full 
utilisation of plant capacity and finishing of work in time. Due to 
a uniform sequence of operations or a natural flow of materials, con¬ 
trol is simple. It is known as ‘flow control*. 

2. Intermittent Production : In case of intermittent production, 
a wide variety of goods aie produced in small job lots or batches. In 

1. Bethel and others : Industrial Organisation and Management, p. 219. 
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job production, every job or order is of a different type while under 
batch production each batch is of a different nature but all units of 
one batch are identical. In both the cases, production planning and 
control is order-oriented. Each order usually entails a different 
sequence of operations and there is no standardised routing plan. The 
production planning and control problem is, therefore, complex. 
Each order is analysed to determine requirements for production 
facilities and to decide the sequence of operations. Specific orders 
are assigned to particular departments according to the capacities 
available. Dispatching and follow up are also orderwise. It is, 
therefore, known as ‘order control*. 

In practice, a combination of flow and order controls, known 
as ‘block control’ may be used. Flow control is used to produce 
identical units of a batch and order. Order control is used for differ¬ 
ent lots. Block control is also useful where the basic product is 
similar but there are differences in style, colour, size or design. 
Book-printing, textiles, shoe-making, automobile plants, etc. are a 
few examples of such industries. 


MAIN REFERENCES 

J.L. Lundy : Effective Industrial Management. 

T.M. Landy : Production Planning and Control. 

C.S. George : Management for Business and Industry. 

National Productivity Council : Production Planning and Control. 

R.A. Pritzkcr & R.A. Gring (eds.) : Modern Approaches to Productiori\Ploa¬ 
ning and Control. 


UNIVERSITY QUESTIONS 

1. What do you mean by Production Planning and Control ? Discuss its 

procedure and significance. (Delhi, 1978) 

2. What do you mean by Production Planning and Control ? How does it 

help in the effective operation of a factor) ? (Delhi, 1976) 

3. What are the objectives of Production Planning and Control ? Discuss 
the steps involved in production control. 

*■, S \ ate the ess;n,ial Matures of an effective system of production plannine 
and control. (Delhi. 1570) 

th* c,™ i !!*• P“ r Poses of production p'anning and control ? Indicate 
the steps involved in production control. (Delhi, 1973) 

,• ^ hat .- nct 8 ? ins to “S^geraant may be anticipated through the installa- 
°n and operation of a carefully planned system of production control ? 

(Delhi, 1971) 
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Plant Layout 


The cost and efficiency of operations are greatly influenced by 
the flow of work through the plant. Efficient operations require 
proper arrangement of plant facilities and personnel at the work 
place.-Plant layout refers to the orderly and efficient arrangement of 
production and service facilities in the plant. It is a technique of 
locating machines, materials and plant services within the factory so 
as to achieve the greatest possible output of high quality goods at 
the lowest possible cost of manufacturing per unit. In other words, 
“a plant layout is a plan of facilities, utilities, work-stations and 
services for a particular plant or factory that will provide a flow of 
materials and parts from the receipt of the raw materials to the 
shipment of the finished product.” 1 

A complete layout for a plant includes the following: 

(i) floor plan for all areas; 

(ii) size and location of all machines, equipment, receiving de¬ 
partment, store rooms, tool cribs, shipping department, lavatories, 
aisles, roadways, etc.; 

(iii) utilities or services required for each piece of equipment; 

(iv) flow of materials through the plant and through each 
department; and 

(v) handling facilities specified for the plant’s operation. 

The plant layout should be such as to ensure a smooth and 
uninterrupted flow of materials through the plant./An efficient layout 
establishes logical routing and makes it possible fw materials to move 
with a minimum of handling. A good layout is one that permits 
optimum utilisation of materials, machinery, equipment and floor 
space. It minimises the distance, time and cost in material handling. 
It should ensure efficient and economical supervision and minimum 
wastage of materials and time. It leades to maximum efficiency, 
minimum costs and low investment. It improves the moral of cm- 
1. R.A. Pritz Ker and R.A. Oring (eds.): Modern Approaches to Production 
Planning and Control , pp. 108-109. 



hi,* by providing safe and comfortable conditions of work. The 
(should b: flexible enough to permit necessary changes with 

nd economy. 

Pritzker and Gring have laid down five tests for judging the 
adequacy of plant layout : 



1. Is the material laid in position for the operation ? 

2. Docs the layout permit short moves and delivery of material 
where it will be convenient to the operator ? 

3. Are the machines grouped around the operator ? 

4. Are the storage areas arranged for minimum searching and 
rehandling ? 

5. Are the service centres located close to the production 
Layout 

.yout seeks to achieve the following objectives : 


areas l ^ 

. /QJjJ^ctives of Plant 
An efficient h 


1. To ensure efficient and economical handling of materials 
through the plant; 

2. To provide for optimum utilisation of men, machinery, 
equipment and space; 

3. To minimise work-in-progress and investment in inventory 
through rapid inventory turnover; 

4. To ensure a smooth and rapid flow of materials by elimina¬ 
ting delays and bottlenecks in production; 

5. To permit efficient planning and control over the process of 
production; 

6. To provide a built-in provision for future expansion and 
flexibility of operations for varying needs; 

7. To improve the quality of products and efficiency of work; 

8. To provide adequate storage, packing and other services; 

9. To ensure effective supervision of work; and 

10. To improve the motivation and morale of employees by 
providing safe and comfortable working conditions. 

Just as convenience, comfort and economy are the aims of 
furnishing a house, efficiency, safety and flexibility are the objectives 
of plant layout. 


TYPES OF LAYOUT 

The various types or patterns of layout may broadly be divided 
into three categories: 
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1. Product Layout. 

2. Process Layout. 

3. Fixed Position Layout. 

Product Layout 

Product layout refers to the arrangement of machines and equip¬ 
ment in the order or sequence in which they are to be used in the 
production of a particular product. Each product has its own lay¬ 
out. la such a layout, raw materials are fed at one end and taken 
out as finished product on the other. It is, therefore, suitable for 
continuous or mass flow production industries such as oil refining, 
flour milling, electricity goods factory, automobile assembling plant, 
etc. It is also called line layout because the machines when arranged 
form a straight line. A product layout pattern is shown in the 
following diagram : 


Product Layout 
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Fig. 3.1 


Advantages of'Woduct Layout 

, Protect layout offers the following benefits : 

Continuous and smooth flow of materials through the plant 
minimises back-tracking and side tracking of materials and delays in 
production. Usfi-of automatic handling devices and labour saving 
machinery makes for economical handling of materials. Materials 
are moved over short distances and process time is reduced. 


2 ^ In product layout, each product has its own set of facilities. 
Therefore, greater division of labour or specialisation is possible. 
Less skilled labour is required to operate automatic and special pur¬ 
pose machine*^ Placement and training of workers is easy. As a 
result labour:osts are comparatively low. 

, There is minimum accumulation of work-in-progress due to 
it and continuous flow of materials. Inventory turnover, is 
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high and myC^tment in stock is minimised. 

^/Materials pass smoothly from one operation to another and 
there are minimum delays or bottlenecks in production. No time is 
lost between the processes. Therefore, time and costs involved in 
production are 

5. lOatitnum use of floor space becomes possible as unproduc¬ 
tive uses ofspace for aisles, storage aod travelling are kept at a 
minimum. 

6. \JProduct layout makes for efficient production planning and 
control due to automatic routing and scheduling. Need for inspec¬ 
tion and follow up of the progress of work is reduced. Supervision 
is simplified apd cost of supervision is very low. 

7. There is little wastage of materials and idle time is 
minimised. 

8. All these result ultimately in higher efficiency and lower 
costs of manufacturing per unit of output. 

Dlsadymtages of Product Layout : Product layout suffers from 
the following limitations : 

W As separate machines are required for different product 
lines, there is duplication of machinery and equipment. Under-utilisa¬ 
tion of plantnnd equipment increases capital investment and capital 
risks. / 

2T Fixed or overhead charges on account of servicing, main- 
tenance^kf. are high due to large investment in fixed assets. 

j. Supcrvison becomes difficult as every supervisor.has to super¬ 
vise diverse operations on a product. He is required to have complete 
knowledge of all machines and processes used in a product line. 
Therefore, specialised supervision is not possible. 

N^f^Breakdown of one machine disrupts the entire process of 
production. Problems like shortage of raw materials, absenteeism, 
etc. may c*use serious work stoppages. 

Product layout is inflexible as changes in product and equip¬ 
ment cannot be made easily. Machines and equipments are designed 
to produce specific products and are not adaptable to changes in 
product design or style. Expansion beyond the capacity of product 
lines is very difficult. 

Process or Functional Layout 

Process layout is one where all machines and equipment of one 
type are grouped together and located in one department. Similar 
ar * ke P lon ® department according to the function they 
m Jhinp. the For example, in an engineering plant, all lathe 

m .chines are P raced In one department, all drilling machines in another 
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department, all welding equipment in the third department and so on. 
Process 1 lyout is also known as functional layout as the machines and 
equipment are arranged according to the function they are required 
to perform in the process of production. Process layout is generally 
used in job order plants like a printing press where the arrangement 
for every job is different. It is also suitable for plants wherein a wide 
variety of products is produced with the help of the same facilities. 
Process layout is illustrated in the following diagram : 



Advantages of Process Layout 

Process layout has the following merits : 

1. In process layout general purpose machines are used for a 
number of products. There is fuller utilisation of machines and 
minimum duplication leading to lower capital investment. 

2. Breakdown of one machine does not-disrupt the entire 
process as work can be transfered to other machines. The work- 
stoppages are kept at a minimum. 

3. At machines are arranged according to the function they 
perform, specialised and effective supervision is possible. 

4. Low capital investment results in lower overhead costs and 
lesser capital risks. 
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5. Process layout is flexible and changes in product design and 
equipment can be made easily. 

6. Machine load is balanced and maintenance and repair costs 
are reduced. 


7. A particular department can be expanded without increasing 
capacity in all the departments. There is, therefore, belter scope for 
expansion and growth. 

Disadvantages of Process Layout : Process layout is subject to 
the following demerits : 

(i) There is considerable back-tracking and side tracking of 
materials. Frequent and mannual handling of materials increases 
material handling costs. Considerable lime and effort is wasted in 
unduly long hauls of materials. Mechanical, efficient and economic 
handling of materials is not possible. 

(ii) Skilled and trained labour is required to operate general 
purpose machines doing a wide variety of specialised operations. 
Costs of recruitment and training are high. 

(///) Due to frequent interruptions and delays, time involved in 
production is longer. There is a considerable time lag bet veen the 
processes as materials have to wait before they are moved from one 
departrnprfTto another. 

\yv*) There is excessive work-in-progress as the flow of materials 
is not continuous. Accumulation of inventory raises investment and 
causes confusion and delays in production. 

' (v) Costs of inspection are high as materials have to be inspec¬ 
ted after each process atdilTereui work centres. 


(vi) Floor space is not utilised effectively due to the need for 
aisles, temporary storage and numerous inspection centres. 

Production planning and control becomes difficult and 
expensive due to the need-for coordination of multiple sequences of 
operations. ^ 


Comparative Study of Product and Process Layouts 
Basis of Comparison Product Layout Process Layout 


1. Nature of the One or a few standar- A large number of non- 

product dised products. standardised or made- 

tc-;rder products. 

2. Volume of out- Volume of production Production in small lots 

put each'product is on a limited scale. 

large. 

— j Politic 
^avidsoD: A 


(Contd.) 
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(I) _(2)_(3)_ 

3. Scientiflc Time and motion It is difficult to conduct 

studies studies can be easily time and motion studies. 

made. 

4. Supervision Supervision is ea<y Supervision is difficult but 

but non-specialised. specialised. Frequent 

Inspection needs are needs for inspection, 

very few. 

5. Material Mechanical and bulk Mannual handling with 

handling handling with little considerable forward 

back-tracking and and backward move- 

side-tracking. ments. 

6 . Machine set-ups Minimum set-ups Frequent use of one 

(joint use of two machine for two or more 

machines) are operations. 

required. 

7 . Man-machine Proper balance bet- Good labour and equip- 

relationship ween labour and ment balance is difficult. 

equipment is possible. 

8 . Production Production control is Production control i9 

control simple due to auto- difficult as coordination 

matic routing. of diverse operations is 

necessary. 

9. Heavy equip- There is minimum Heavy equipment and 

mcn t use of heavy equip- general purpose machines 

ment. Special pur- are used, 
pose machinery used. 

10. Capital Invest- Capital investment Low capital investment 

ment per unit of output is per unit. 

high. 

11. Flexibility Not flexible enough Can be adapted to a 

to permit change in variety of products and 
product design and operations, 
sequence of opera¬ 
tions. 

12. Break-downs Break-down of one Break-down of one ma- 

machine puts the chine does not affect the 

entire process out of sequence. 

order. 

The above table reveals that each type of layout has its own me¬ 
rits and demerits. A combined layout is used in practice to secure the 
advan’ageof both product layout and process layout. Under the com¬ 
bin’d la) out, some machines are arr-‘N^7 , inc basis and other 

machines arc arranged according to f V .7 '* combined layout 

is m:st appropriate when a plant pr*. / 'standardised 
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Marketing Concept and Functions 


The objective of all business activities is to satisfy the needs and 
wants of consumers. Production is meaningless so long as goods 
and services are brought from the place of production to the point of 
consumption. Various activities or functions which bring goods and 
services from producers and put them into the hands of consumers 
come under marketing. Before describing the meaning and functions 
of marketing, it is desirable to explain the term market. 

MARKET 

In common usage, the term market implies a particular place 
where buyers and sellers meet and exchange goods and services to 
satisfy their wants. But economists interpret the market not as any 
particular place where things are bought and sold, but the whole of 
any region in which buyers and sellers are in such free intercourse 
with one another that the prices of the same goods tend to equalise. 
According to Jevons. “originally a market was a public place in a 
town where provision and other objicts were exposed for sale, but 
the word has been genera ised to mean any body of persons who are 
in intimate business relations and carry on extensive transactions in 
any commodity.** 1 The term market is not limited to a particular 
place but has a wider implication. In the words of Chapman, the 
term market refers “not to place but to a commodity or commodities 
and buyers and sellers, who are in direct competition with one an¬ 
other.” In this sense, market means people with needs to satisfy, the 
money to spend and the will to spend money to satisfy their wants. 
It is a sphere within which price-making forces operate and in which 
exchanging of title tends to be accompanied by the actual movement 
of the goods affected.” 2 

The above description reveals the following features of a 
market: 

(0 Market does not mean a particular place or an area. A 

1. Jevons : Theory of Political Economy. 

2 Backman & Davidson : Marketing, p. 4. 
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common meeting place for buyers and sellers is a matter of conveni¬ 
ence. 

07) Buyers and sellers may meet directly or indirectly, the term 
refers to buyers and sellers of a commodity. Demand and supply 
are the two sides of the market. 

(Hi) In a market, meeting of minds is more important than 
physical or face to face contact between buyers and sellers. 

(iv) Free competition is assumed to prevail both among buyers 
and sellers. 

(v) There must be transfer of title or ownership to constitute 
exchange. Delivery or transfer of possession may or may not take 
place. 

Types of Markets 

Markets can be of various types depending upon the basis of 
classification. 

1. On the basis of geographical area market may be classified 
as local , national and international. 

2. On the basis of article traded, we have commodity market 
and securities marktt. In a commodity market e.g. cotton market, 
bullion market, etc. goods are bought and sold. Commodity market 
can further be divided into consumer poods market and industrial 
goods market. The former is the market for finished products while 
the latter refers to market for raw materials, machinery, etc. A 
market where securities e.g. shares, bonds, etc. are bought and sold 
is known as a securities market. 

3. On the basis of time period, market may be short term and 
long term. When sufficient time is not available for supply of goods 
to be adjusted to demand, it is known as short term market. Exam¬ 
ples are market for highly perishable goods and money market for 
short term funds. When sufficient lime is available and supply can 
be adjusted in accordance with the demand, market is known as long 
term market , e.g. capital market, cloth market, etc. 

4. According to the volume of business, market may be classi¬ 
fied into wholesale market and retail market. 

5. On the basis of nature of exchange or the type of transac¬ 
tions, the market may be classified as cash market and fu/ures or 
forward market. In the cash or spot market physical delivery of 
goods takes place and full payment is made by the buyers. But in 
the futures market no physical delivery is involved and only price 

Z erences are paid. 

aning of Marketing : The Marketing Concept 

Every business aims at satisfying consumers’ needs by providing 
the goods an i services which they need, at the time when they need 
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and at the place where they want. This involves the movement of 
goods from the point of production to the place of consumption, 
storage of goods until they are wanted and the transfer of ownership 
and possession of goods to the ultiraite consumer. All these activi¬ 
ties which direct the flow of goods and services from producers to 
consumers are collectively kno.vn as marketing’. Marketing is the 
economic process which involves exchange of goods and services for 
some valuible consideration for the satisfaction of human wants. It 
is that phase of business activity which deals with the creation of 
time, place and possession utilities. According to the American 
Marketing Association, marketing is “the performance of business 
activities that directs the flow of goods and services from producers 
to consumers or users.” 

According to Phillips and Duncan, “Marketing, which is fre¬ 
quently referred to as ‘distribution’ by businessmen, includes all the 
steps or activities necessary to place tangible goods in the consumer's 
hands, excluding only such activities as involve a significant change 
in the form of goods.” 1 In other words, “Marketing consists of those 
activities which effect transfers in ownership of goods and care for 
their physical distribution.” 2 


All these definitions consider marketing as the process of effect-* 
ing change in the ownership and possession of goods and services. 
It involves the exchange of goods and services to satisfy human wants 
and thereby achieve firm’s objectives. 

This is, however, the traditional, production-oriented concept of 
marketing. It emphasises the sale of goods and services which are 
most economical to produce. Under this concept, the process of 
marketing begins after goods have been produced and ends with their 
sale. This concept very well suited the earlier days of sellers’ market 
whep there was shortage of goods. Today the main problem is to 
adjust production to the ever changing needs and desires of the 
consumer. Only those firms can prosper in the highly competitive 
.world of today which view their operations from the viewpoint 
of the consumer. They need to believe in the slogan ‘Consumer 
is the King. Marketing then becomes an integrated process of 
identification, assessment and satisfaction and human wants This 
is the modern concept of marketing. 


Under the modern marketing concept, the emphasis is on the 

production of goods which people want and not merely on ‘sellinc a 

product, but on selling satisfaction’. For example, to Hindustan 

iZ?*“•*•*" and btauly ,s tlle bu smess, rather Ilian selling deter- 

f.?nr?inn d I?’ '* prepa r a 1 ,IODS ' 1 Marketing is something more than 

11 is , a n *'Y Philosophy of being ’customer-oriented’. Under 

nmdnrT anH^ii “ L bus, " e5s acl,v,lles are integrated and directed to 
produce and sell what the customer wants, in the way he wants 

when and where he wants it and at a price he is able and willTng to 


'■ ™ U, Pf * Dunca " •• Marketing Principles and Methods, p. 5. 
2. F.E. CJark : Principles of Marketing, p. 5. 
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pay. Under this philosophy, product is not the creation of the tech¬ 
nician’s mind but the creation of consumer wants. Determination o 
needs and wants of consumers thus takes precedence over production 
Under the new marketing concept, the process of marketing begins 
long before ihe production of goods and does not end with sale. Thus 
marketing is considered as more than a physical process of distribu 
tion. The total marketing concept views marketing as the manage¬ 
ment process of matching products to markets. Consumer or market- 
orieniaiion is a way of managing so that each critical business decisiou 
is mad* with a prior knowledge of its impact on the customer. The 
new concept is reflected in the following definitions : 

‘‘Marketing is the total system of interacting business activities 
designed to plan, price, promote and distribute want-satisfying pro¬ 
ducts and services to present and potential customers.’ 1 

“Marketing is the process of discovering and translating consu¬ 
mer wants into products and services and then in turn making it 
possible for more and more consumers to enjoy more and more of 
these products and services.’’ 2 In other words, marketing is the pro¬ 
cess by which products are matched with the consumers’ wants and 
through which transfers of ownership are effected. 

These definitions reveal that marketing is not an isolated 
activity but a system designed to satisfy the needs and desires of 
customers. Modern marketing places the customer at the pivotal- 
position around which all marketing activities revolve. Customer- 
orientation lies at the heart of the marketing concept. 

The modern marketing concept has important implications : 

(/) The entire business system must be oriented towards the 
satisfaction of customers. 

(if) There should be a unified approach under which marketing 
should begin with the product and continue after sale. 

(ill) Marketing is not a single function or a group of activities 
but a dynamic process and the result of the interaction of several 
activities. 


New 

concept 



Customers 


Integrated Profits Through 

Marketing Customer Satisfaction 



1. W J. Stanton : Fundamentals of Marketing , p. 5. 

2. H.L, Hansen : Marketing Management, p. 7. 
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Th , objective should be maximum profitable sales over the 
, ons mn through the satisfaction of customers rather than through 

the maximisation of profit margin. . 

(v) Above all, the customer should be continuously served and 

satisfied to get repeated business. 

The difference between the traditional and modern concepts of 
marketing is shown in the above figure. 

The marketing concept has several benefits for business firms 
. T, mameernenl of a firm to work for the achievement of 
I, enables ' h K e . an d growth. It results in the unifi- 

long activities towards the common goal. Customer- 

eation of * healthy functioning of the firm through 

oriented approach ensures By fol | owing , he marketing 

conceTa^m can very well face the pressures of competition and 
changes in business environment^^ 

The adoption and executfbn of the marketing concept requires 
action on the following lines : 

» Marketing Planning : Marketing concept calls for a goal- 
oriented approach to marketing. The objectives and policies of 
marketing should be clearly defined so as to serve as a guide for all 

marketing activities. 

2. Marketing Research: Under the marketing concept the 
determination of consumers’ needs and wants is the first step. A re¬ 
gular and systematic marketing research programme is required to 
have complete and uptodate knowledge of the market. In addition, 
innovation and creativity arc necessary to match the products to the 
requirements of the market. 

3 Integrated Marketing : An integrated approach to marketing 
is essential for .he implementation of the marketing concept. This 
means the integration or coordination of all business activities to 
develop an appropriate marketing mix. ■— 

Marketing and Selling 

Under the marketing concept, marketing is something more 
than mere selling. Marketing is a philosophy of business. It embra¬ 
ces all those activities which are undertaken to design the products 
required by consumers and to effect the exchange of such products 
between sellers and buyers. On the other hand, selling involves 
creation of demand and the distribution of goods and services among 
consumers. It aims at the disposal of goods already produced with¬ 
out an attempt to match the products to consumers’ wants. Market¬ 
ing ascertains customers’ needs and desires and makes efforts to pro¬ 
vide the required products. The basic difference between marketing 
and selling lies in the attitude or approach towards business. Market- 
ing is essentially consumer-oriented while selling is basically produc¬ 
tion-oriented. The former emphasises the consumers' needs and aims 
and the mutual satisfaction of both seller and the buyers. The latter 
1. Adapted from Philip Kotlcr : Maiketing Management, p 6. 
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concentrates on sellers’ interests and seeks to secure maximum pro¬ 
fits for the sellers. Selling begins after the goods are produced aod 
ends up with the transfer of ownership or title to goods. Marketing 
begins before production and continues after the transfer of ownership 
to ensure satisfaction to the buyer. To conclude, marketing is wider 
in scope and dimensions than selling. 

Marketing Mix 

In order to satisfy the needs and wants of consumers at a pro¬ 
fit, the marketing management must develop an appropriate market¬ 
ing mix. ^Marketing mix is the term used to describe the combina¬ 
tion of the four inputs which constitute the core of a company’s 
marketing system, the product, the price structure, the promotional 
activities and the distribution system.** 1 In other words, marketing 
mix is a package or mixture of different elements of marketing. It 
represents the marketing strategy of a firm and involves tactical 
decisions in the four important areas of product, pricing, promotion 
and physical distribution (Four Ps). These elements are inter-related 
as a change in one area affects other areas. 

The marketing mix should be designed to secure an optimum 
combination of various marketing inputs so that the goals of profits 
and customer-satisfaction may be achieved. The marketing mix 
depends upon the following factors : 

(1) Consumers’ Behaviour—their habits, motives, buying power, 
preferences, etc. 

(2) Dealers’ Behaviour—their motivation, structure, practices, 
attitudes, etc. 

(3) Competitors’ Behaviour—their size, strength and degree of 
competition, the nature of supply and demand, non-price competition 
etc. 


(4) Government’s Behaviour—the regulations regarding 
products, prices, competitive practices, advertising, etc. 

Every firm has to design its own marketing mix to suit its 
particular needs and aims. 

The different elements or constitutes of marketing mix are 
described below : 

1. Product : The product element covers the product range, 
its shape, design, package, brand name, colour, weight, associated 
services, etc. 

2. Price : The price mix consists of the base price, price 
policies, discounts, allowances, terms of credit, etc. 


1. W.J. Stanton : Fundamentals of Marketing , p. 31. 
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The Marketing Mix 



5. Promotion : Promotion is concerned with bringing products 
to the knowledge of prospective buyers and persuading them to buy 
the products. It involves decisions with respect to advertising, 
personal selling, sales promotion, public relations, etc. 

4. Physical distribution : This element of marketing mix 
involves choice of the place where products are to be displayed and 
made available to the customers. It also covers transportation, 
warehousing, inventory control, dealer relations, etc. The objective 
is to provide goods and services at the right time and place. 

The above elements of marketing mix are shown in the chart, 
given above. 


MARKETING FUNCTIONS 

A series of specialised activities are performed in the marketing 
of goods and services. These activities or operations are known as 
marketing functions. “A marketing function may be defined as a 
major economic activity which is inherent in the marketing process, 
pervades it throughout and which, through a continuous division of 
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labour tends to become specialised.’* 1 A marketing function is thus 
a homogeneous group of marketing activities. 


Broadly speaking, marketing consists of three processes. First 
is concentration which means gathering at a central point products 
and materials acquired from different places. Second is dispersion 
which involves division and distribution of goods from a central 
place to ultimate consumers at scattered places. The third process 
is equalisation by which the supply of goods is adjusted to the de¬ 
mand for them through transportation, storage : etc. Concentration, 
equalisation and dispersion are thus the heart of marketing. Various 
functions involved in these processes may be classified as follows : 2 


MARKETING FUNCTIONS 


Functions ot 
Exchange 


Functions of 
Physical Supply 


Buying and 
assembling 

Selling and 
dividing 


f—Transportation 


—Storage 


-1 

Facilitating 

Functions 

-Financing 

-Risk-taking 

-Market \ 
Information 

-Standardisation 
end Grading 

— Packaging 

Branding 


Functions of exchange involve transfer of title or own^ 
while functions of physical supply are concerned with physical^ ? . 

bution (transfer of possession) of goods and services. Facilitati?^.?- 
auxiliary fu.iclioas assist in exchange and distribution. 


These marketing functions have been described in the following 
pages. 


Buying and Assembling 

Buying or purchasing is the first important function of market¬ 
ing. ‘Goods well bought are half sold.* In other words, efficient 
buying is essential to successful selling. Buying or procurement 
function is performed by producers, wholesalers and retailers and 
involves much expenditure of time and money.. Buying involves the' 
following steps : J 

■m* 

(a) determination of needs in terms of quantity, quality, type;, 
time, etc.; • " 


-*1 


1. Maynard & Beckmen : Principles of Marketing , p. 36. 

2. Clark & Clark : Principles of Marketing, p. 14. 



marketing concept and functions 4 - 11 

(b) selecting sources of supply on the bisis of relative prices, 
service, quality, etc.; 

(c) determining suitability of goods or mode of purchases; 

(d) negotiating for price and oiher terms; 

(<?) transfer of title; and 

(f) payment or arranging for credit. 

Assembling is different from buying. It begins after the good* 
have already been purchased. It involves accumulation and coilec- 
tSn of goods purchased from different sources, at one comm, n 
See Assembling is necessary to secure large lots for shipment tor 
Ear production as well as for variety. Assembling saves costs of 
bandfing the goods in small lots and makes standardisation and 
grading economical. Through assembling, goods are made available 
fnlarge quantities and market for them is widened. Assembling also 
ensures regular supply of articles of a seasonal nature. It is of par¬ 
ticular significance in case of non-s'andardised products which are 
(produced on a small scale at scattered places. 

The various modes of purchasing are as follows : 

(i) Purchase by Inspection implies buying after the buyer has 
personally examined the goods to ensure quality and sui.ab.lity This 
is the oldest method of buying and is still used widely. Bat it i an 
expensive, inconvenient and time-consuming method This method 
is suitable when goods are not of uniform quality and arc purchased 

locally. 

(//) Purchase by Sample : Here the buyer examines a specimen 
; ods on the assumption that the sample represent* the entire lot. 
* “ •$ time and costs of personal inspection but involves some risk 
~ r buyer. Goods can be bought from distant places and at the 
office place. 

(Hi) Purchase by Description is made when the buyer buys on 
the basis of brand name or trade ma-k as mentioned in the catalo¬ 
gue. Goods having no brand name, may be purchased on the basis 
of grade, e.g. f Eg>plian cotton, Grad^'A’ milk, Bisniati rice, etc. 


Selling 

Selling is one of the most important and difficult functions of 

marketing. Nothing happens unless somebody sells something. It 
is through selling that a busiaess tir u achieves its objectives and the 
consumers obtain the goods for their needs. Mass production has 
created the need for mass selling. Sales are the life-blood of business 
and selling is the heart of marketing. Siting is the process of creat¬ 
ing demands, finding buyers, negotiating terms otsile, transferring 
title, credit and collection and servicing of saLs. Siting aho 
involves sales planning, product development, marketing research, 
price-fixing, selection of channels ol distribution, advertising, adminis¬ 
tration of sales force, etc. 
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Creation of demand implies arousing desire for goods and en¬ 
couraging people to buy certain products. Prospective buyers arc 
informed of the availability, merits, use, etc of products and services. 
Advertising, salesmanship and sales promotion are the important 
means of persuading buyers and creating demand. Before using 
them, it is desirable to ha\e a complete knowledge of the conditions 
prevailing in the market. Demand creation is such an important 
step that selling has been defined as “the personal or impersonal 
process of assisting or persuading prospective customers to buy a 
commodity.’* 1 Once the demand is created, selling becomes a routine 
activity of negotiating the terms and conditions of sale and transfer of 
ownership. 

Another major step in selling involves matching of products to 
the needs and wants of consumers. This is done through merchan¬ 
dising. Selling also involves the division of large lots of goods into 
small quantities so as to facilitate sales. Maintaining contacts with 
dealers, servicing complaints of customers, inviting their suggestions, 
and dispersal of supplies are other activities in selling. 

TRANSPORTATION 

Transportation involves the carrying of goods and people from 
one place to another. It is an integral part of the process of market¬ 
ing. Goods are often produced at places far away from the place of 
consumption or use. It is by means of transportation that production 
and consumption are linked together. By moving goods from one 
place to another, transportation creates ‘place utility'. Transporta¬ 
tion determines the size of the market and the scale of production. 
The modern industrial system requires the collection of material?, 
labour and machinery from distant places and the distribution of 
manufactured products throughout the world. Mass production and 
mass selling are impossible without efficient and economical mcan& 
of transportation. Transportation is essential for the assembling and 
dispersion of raw materials and finished products. In fact, trampor- 
tation plays a vital role at every stage in the production and distri¬ 
bution of goods and services. 

Transportation has an important influence on other functions 
of marketing. For example, the needs for finance and insurance vary 
with the mode of transport. The speed and reliability of transporta¬ 
tion affect the need for storage. Transportation makes for geogra¬ 
phical division of labour thereby resulting in better utilisation of 
rational resources. Improvements in the means of transportation- 
result in reduction in costs and prices and better service to consumers. 
Increase in the speed of various modes of transport tend to reduce 
price fluctuations. Transportation thus has a pervading influence 
in the marketing of goods and services. “The movement of equip¬ 
ment, raw materials and operating supplies to the manufacturer, the 

1. American Marketing Association : A Glossary of Marketing Terms , p. 8. 
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.. the finished goods to middlemen and their subsequent 

delivery to consumers indicate the pervasiveness and importance of 
•transportation.” 1 

Functions or Benefits of Transput ration 

The importance of transportation may be described as under : 

1 Widens the Market : Transportation widens the market 
, u T Jf. and economical movement of goods and services. 

| thr ,°K U§h |of transportation the rairket would remain confined 

In the ab»ence Of P ding the market, transportation makes 
Sr w “»• = P’oi»=“?on’‘ P “ increases rhe size of iirm which resuha 
in economies of large scale. 

2 Localises I wintry ■ Transportation influences the location 
, msnufacrn ng enterprises. It helps in ihc location of industry by 

of manufact g f rom dilTercnt places to the site of industries. 

Ouick n means of transportation have made it possible to carry pensha- 
Wes SvTlono distances without the risk of deterioration id transit, 
ft ha* therefore, led to the development of fishing, dairy farming, 
meat packing and such other industries. 

3 Specialisation and Division of Labour : Transportation makes 
oossibte trade between different regions and countries Different 
regions and countries can specialise in the production of good* for 
wh ch they are best-oriented and can obtain other goods from other 
regions or countries. Regional and international division of labour 
is possible due to modern means of transportation. 

4 Mobilisation of Resources : Transportation increases the 
mobility of capital and labour. By opening distant lands, transporta¬ 
tion creates opportunities for the investment of capital in new areas. 
It also enables the people to migrate from one place to another m 
search of more and better paid jobs. 

5. Stabilises Prices : Transportation reduces fluctuations in 
prices by matching supply with demind. It moves goods from place 
of abundance to the place of scarcity thereby helping in the equalisa¬ 
tion of prices throughout the country. 

6. Improves Standard of Living : Transportation enables people 
to consume a large variety of products produced in different parts of 
the world. It also makes for lower costs and stable prices due to 
large scale production. Diversified caisumption at low prices helps 
to improve the standard of living of the masses. 

7. Provides Employment : Transportation increases employment 
fcoth directly and indirectly. Directly, it provides employment to a 
large number of people. Indirectly, transportation provides employ¬ 
ment by increasing the scale of production and distribution. 

i. Phillips & Duncan : Marketing Principles and Methods, p. 605. 
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8. National Income : Transportation helps in rapid industrialisa¬ 
tion of a country. It helps in transforming an agricultural economy 
in *o an industrial economy. Transportation increases national in¬ 
come by increasing the volume of production and distribution in the 
economy. 

In addition to these economic benefits, transportation spreads, 
culture and civilisation. It promotes social harmony and peace. It 
reduces the danger of famines, etc. and is indispensable for national 
defence. 


MODES OF TRANSPORTATION 

The various means of transport may be divided into the follow- 
ing categories. 

1. Roadways; 

2. Railways; 

3. Waterways; and 

4 Airways. 

Roadways and railways are the two modes of land transport. 
Pipelines for the carrying of gas is another means of land transport. 

ROAD TRANSPORT 

Road transport is the oldest mode of transport. Bullock* 
carts, horse-carts, etc. are the traditional forms of road transport. 
The development of motor cars, buses, trucks, etc. has revolutionised 
road transport. It has now become a very popular mode of trans¬ 
port The advantage? and disadvantages of road transport or motor 
transport are described below : 

Advantages 

(1) Road transport is the most flexible mode of transport. 
Motorcar or lorry is not tied to any particular route. If one road 
is b'oeked it can chanee over to the other road. It can be transferred 
from place of insufficient traffic to another place. Moreover, good* 
need not be brought to the vehicle. Vehicles themselves can be 
brought to the goods. Goods can be loaded wherever they are and 
can be taken direct to their destination. The routes and times can be 
adjusted to individual requirements. 

f2) Road transport provides door-to-door delivery services. No 
expenditure need to be incurred on cartage, loading and unloading 
of goods at intermediate s*ations. Less time is involved in the 
transportation of good<. Costs cf handling the goods and the risk, 
of damage are reduced. 

(3) Often road transport is cheaper than railways and airway*. 
Less packing is required in case of a lorry or truck and the costs of 
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loading, unloading, etc. are eliminated. The cost of constructing and 
maintaining a road is lower than that of a railway line, 
of operating modern vehicles on road is also lower than that ot the 
railways. 

(4) The investment required in motor transport is comparati-f 
vely low. The users of road pay very little for the maintenance and U 
improvement of the road. 

(5) Road transport is the most suitable means whereby delivery I 
s to be given immediately, e perishable goods, sudden demand, l 
etc. There is no delay as reloading is not necessary. Goods are 
delivered in a better condition. Motor transport thus widens the 
market for perishable goods. 

(6) Road transport is a better means of serving rural areas. 

It is a very efficient means of promoting the exchange of commodities 
between a large town and the rural areas surrounding it. Farmers ft 
can cirry vegetables, fruits, milk, eggs, etc. quickly and cheaply to 1 
the city. Manufactured articles, and farm requirements are made l 
easily available to the rural people In an under-developed country 
like India, road transport helps in the integration of rural and urban 
economies It widens the market economy and checks the exodus of 
rural population to already over-crowded cities. 

(7) Road transport is very convenient and controllable. The 
journey is direct, there is no transhipment and the entire movement 
can easily be controlled. The owner of the goods can travel along 
with the goods to watch and value his goods and minimise damage 
and theft in transit. 

(8) Motor transport acts as a feeder to other means of trans¬ 
port. It is used to carry goods from the place of production to the 
railway station, dockyard or the airport and from these places to the 
place of consumption. 

• ^ , Road . ,rans P° r . t i? cheaper in case of small loads. For 
relatively short distances it is quicker than rail transport as there are 
no terminal delays. Prompt delivery results in quicker circulation of 
capital because goods are in transit for a shorter period of time. 

(10) Motor transport can reach rocky end hilly areas which 
are inaccessible to rail. A truck can climb steeper rise than a rail 
train can. Therefore, in such areas where there are points of steep 
rise, motor transport is much cheaper than rail transport. 

Disadvantages 


(1) Motor transport is 
become unserviceable during 
ennnot be fully protected against wind and 
transport is a fair weather friend. 


not reliable or dependable. Roads 
rains, floods, snow-fall, etc. Goods 
rain. Therefore, road 
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(2) The chances of accidents and breakdowns are more fre¬ 
quent in motor transport. Road transport cannot provide regular,ty 
and punctuality in its schedules. 

(3) The speed of motor transport is limited by law for the 
sake of public safety and to minimise damage to road *;P uc *° 
traffic on the road, the speed of motor transport cannot be main¬ 
tained at a high level. 

(4) Road transport is unsuitable and very expensive in case of 
Jfeavy and bulky goods as it has a limited carrying ca P* c ' ty p ® v . e j' 0 " 8 

■stances, petrol and other running charges are very high Road trans- 

fort is also in-appropriaie where considerable delays and loss of 

f.. 


RAIL TRANSPORT 


7 


Railways have caused the greatest revolution in transport. As 
means of land transport, railways have the following advantages 
and disadvantages : 

Advantages 

(1! Railways are very suitable and cheaper for the carnage of 
r jhcavy and bulky goods over long distances. The rail has a large 
/carrying capacity and the chances of breakdowns are lewer. 

(2) Due to considerable speed, railways offer quick delivery and 
! economy of time in transportation. They operate on a special track 

so that movement is generally fast. 

(3) Railways area more dependable mode of transport. It is 
not affected by rains, floods, snowfall, etc. Goods are protected 
from sun, rain, wind, etc. and transport is available throughout the 
year. 

(4) Railways have fixed stations and regular time schedules. 
They are, therefore, more certain, uniform and regular than other 
means of land transport. 


Disadvantages 

(1) Rail transport requires huge capital investment because the 
cost of construction and maintenance of railway track and the 
wagons is very high. 

(2) Railways are tied to the particular track and are available 
only between certain points. Goods have to be brought to the rail¬ 
way station. Rail transport, therefore, lacks flexibility. 

(3) Railways cannot operate economically in the rural areas 
because of lack of sufficient traffic. Therefore, people residing in 
outlying villages situated 20 to 40 miles away from the station find it 
very inconvenient to avail of the services of railways. During rosum- 
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cient traffic, underutilisation of rail services results in heavy capital 
and revenue loss to the nation. 

(4) Over-head expenses of railways are high. Pilferage and 
negligence are common due to large organisation. Red tapism and 
bureaucracy result in inefficiency and poor service. 

(5) Over short distances, considerable loss of time and delays 
are caused by terminal loading and unloading. 


Rail-Road Competition 

Since the First World War. road transport has made rapid' 
progress It has become very popular both in respect of goods traffic 
and^Dissen°ers traffic. The increasing use of road transport has led 
to a sevcre°competition between motor transport and the rai ways. 
This competition became so serious that the Governments ot almost 

all the countries of the world had to take measures to protect rai - 
ways against motor transport. The main causes ol rail-road compctt- 
tion are stated below : 

1 Road transport offers door-to-door service. The business¬ 
man is relieved off the expense and inconven.ence of loading and 
reloading at different points. Minimum handling also reduces risk of 
theft damage, etc. in transit. Moreover, quick delivery leads to 
speedy turnover of capital and higher profits. Therefore, the customer 
prefers road transport even at a little higher freight rate. 

2. The costs of operation and maintenance are quite high in 

case of railways. For a short distance, motor transport is cheaper. 
Road transport is, therefore, more popular lor short distance traffic. 


3. Railways are subject to several regulations and restrictions. 

Railways have to accept all commodities and operate in all parts of 
the country. On the other hand, roadways are free to chose only the 
test paying goods and areas of heavy traffic. Thus, motor transport 
takes away “the cream of the traffic and leaves for the railways only 
the worst paying goods to carry and the most difficult areas to 
serve.” 


4. In case of rail transport, many formalities have to be obser¬ 
ved both at the time of despatching and receiving the goods. Regis¬ 
tration, allotment and supply of wagons, etc. involve expense of 
time and money. Road transport is free from such formalities. 

5. Road transport is very flexible. Its routes and time-schedules 
•can be adjusted to suit individual requirements and profitability. 
Rail transport cannot render such individual or personal service. 

6. For more valuable articles, road transport rates are gene¬ 
rally lower than the railway rates. This is so because railway rates 
are based on the classification of articles while motor transport rates 
are fixed on the basis of cost involved. Thus road transport takes 
away more valuable traffic from the railways. 
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Unrestricted and unfair competition between railways and road- 
wavs results in a great loss to the country. It leads to over-lapping 
aiicTwastace ' o * transport services. Costs of transport services are 
increased and efficieat service becomes impossible. Better paying 

routes are over-provided with transport while '^f^'ieaisUUonTo™'? 
neelected U K. and U S A. have enacted special legislation to eti 
minate unfair rail-road competition and to provide for greater coor¬ 
dination of the two systems of land transport. Rail-road coordinate 
lesirable for the following reasons : 


1. To secure fullest possible utilisation of scarce resources, 

2. To obtain efficient transport at minimum cost, 

3. To eliminate wasteful competition, and 

4. To adapt the whole transport system to the pattern or con * 
sumers’ demand. 

Railways and roadways are complementary '° eact ’° ,her ® nd 
’mutually helpful. Therefore, they should support shou’d a cl 

Itead of acting as parallel to the railways, road 
is a feeder to rail transport. Coordination between the two require 

pan integrated programme of transport aGt^itics under c cn traliscd 
direction and control. Duplication and overlapping of servicea 
should be eliminated. Coordination may be achieved tn any of the 
following ways : 


1 . by integration of the two competing transport systems; 

2. by mutual cooperation and understanding between the two 
modes of transport; 

3. by suitable leaislative minsures providing for systematic 
regulation and control of the activities of competing transport 
systems; and 

4. by nationalisation of the whole transport system with a view 
to achieve an integrated and well coordinated nat.onal ' anspou sy 
tern. Of the above, the first two involve voluntary coordination while 
the last two imply compulsory coordination. 


Rail-Road Coordination in India 


Different modes of transport are inter-dependent and comple¬ 
mentary to each other. Therefore, coordinated development and 
operation of various means of transport is necessary f , . k 

utilisation of each of them. In India several steps have heen taken 
to ensure rail-road coordination. The Motor Veh cles Act 1 
provided Tor regulation of motor transport so as to bring a .«««» 
lion between rail and motor transport. The Government of India 
has set up the following bodies for this purpose : 
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1. Inter-State Transport Commission : The commission formulate*- 
plans for the operation of motor transport in the inter-state regions. 

2. The Central Transport Coordination Committee : It deals with* 
the day-to-day problems of transpoit faced by the various ministries- 
of the Central Government. 

3. The Road and Inland Water Transport Advisory Committee: 
This committee discusses problems of road and inland water trans¬ 
port and makes recommendations. 

4. Transport Development Council : The Council advises the 
Central Government on palicy matters relating to roads, road trans¬ 
port and inland water transport. It also advises, when requested, on 
the problem of coordination between different modes of transport. 
The Council has drawn up a code of principles. The code lays down 
the following guidelines for granting licences for motor transport : 

(a) Free licensing upto a distance of 50 miles. 

(b) Licence for a distance between 50 and 100 miles should be 
granted only if there is strong justification for it. 

(c) Licence for a distance between 100 to 200 miles should be 
given only when it does not adversely affect the railway finance and 
would bring definite economic advantages to the community. 

(d) Licences for a distance of over 200 miles should be issued 
only in exceptional cases. 

The Government of India had constituted in July, 1957 a high 
power committee known as “Committee on Transport Policy and 
Coordination** (Neogy Committee). The Committee suggested that a 
coordinated transport system in India is necessary to achieve the 
following objectives : 

(/) balanced growth of different sectors of the country’s 
economy; 

(ii) fuller exploitation of natural resources; 

(Hi) development of agriculture; 

(iv) rapid industrialisation; and 

(v) geographical expansion of the domestic market to increase 
the number of buyers for large scale production. 

WATER TRANSPORT 

Water transport is a natural and traditional mode of transport. 
It consists of inland waterways and ocean transporter shipping. 
Inland waterways involve use of boats, steamers, etc. in rivers and 
canals. Shipping may be coastal or overseas. Coastal shipping invol¬ 
ves carrying of goods from one port to another. Coastal shipping 
carries bulky goods like coal, iron ore, etc. to distant places. Over* 
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-seas shipping is done through liners, tramps and oil tankers. Liners 
are usually in fleet i e. a collection of vessels under one ownership 
while tramps are in single units. Liners follow set rules and time 
tables like passenger trains while tramps ply like motor lorries. 
Liners carry mainly passengers while tramps carry mainly goods or 
cargo. Liners have fixed routes and fixed rates but in case of tramps, 
routes and rates are negotiable. 

•Advantages 

(1) Water transport is the cheapest mode of transport for bulky 
and heavy goods. Rivers and oceans being natural gifts, no expendi¬ 
ture is involved in the construction or maintenance of waterwajs. 
■The cost of service is also low due to the force of water. 

| (2) Ships have a large carrying capacity. Therefore, goods 

kan be carried in bulk. Iron ore, timber, building materials, coal 
knd other low grade bulky goods can be carried in larger quantities. 
■Therefore, water transport is extremely suitable for heavy cargo over 
long distances. Economics of large scale can bo secured. 

I (3) Water transport is safer as there is not much of shaking 
land jolting. Fragile goods like glasswares can be carried without 
I risk of damage. 

(4) Due to greater capacity for traffic on the sea, the possibi¬ 
lity of delay due to congestion is less than in case of land transport. 

(5) Inland transport provides facility for loading and unload¬ 
ing of goods. 

(6> Ocean transport is essential to foreign trade. It acts as 
the “Unifier of the world*' by bringing different countries closer. 

(Disadvantages 

(/) Water transport is relatively slow. The speed of boats and 
ateamers is severally limited. Therefore, water transport is not 
auitable for goods requiring quick delivery. It is not suitable for 
small traders who hold small stocks and replenish their stock by 
prompt supplies of fresh stock. 

(//) Water transport provides services to limited areas. Goods 
'have to be brought to the waterways. Frequent loading and unload¬ 
ing may counter-balance the advantage of cheapness. 

(iii) Water transport is unreliable. During winter rivers and 
•canals may get frozen. During summer depth of water may fall. 
Ocean transport is not possible during storms, etc. 

(/v) Sea water is corrosive. Goods may deteriorate in transit 
-and their quality and flavour are adversely affected. 

(v) Perils of sea involve considerable risks of loss during trans¬ 
portation. Moreover, sea transport requires special packing of goods 
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AIR TRANSPORT 

Ih . latest mode of transport. It developed 
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revolutionised the air transport. 

Advantages 

, n Air transport provides regular, convenient, quick and effi- 
(1) The\Cpreme advaniage of air transooU is its speed. It 

Cien ' S ,ime of blsy businessmen and high officials It prov.des quick 
deSy of pefishable articles, without the cost of freezing. 

,,, Air transport provides unbroken journey over land and 
< 2 > ^','tains and deep oceans. It helps in transporting goods 
^ar^as inaccessible by other means of transport. 

( 3) h provides comfortable journey for passengers and safe 
service for goods. 

No C ost is required for the construction of air routes. 
Through fast and frequent service, air transport reduces investment in 

inventories. 

(5) Customs formalities can be very quickly compl ed with and 
little delay is involved in obtaining clearance. 

rfif During floods, etc. when other modes of transport cannot 

work, air transport is the only means of carrying necessities to the 

affected people. 

(7) Air transport is most suitable for goods of high value in 
relation to bulk e.g. diamonds, bullion, etc. and mail and perishable 
goods. 


Limitations 

(1) Air transport is the most expensive mode of transport. 
Costs of operation and maintenance of aerodromes and aircrafts arc 
heavy. Its carrying capacity is also limited. 

(2) It is uncertain and unreliable. Storms, fog, hcavyj rains, 
etc. cause dislocation of flights. 

(3) Air transport is relatively dangerous as the chances of 
accidents and breakdowns are frequent. 

(4) An elaborate organisation is required for providing very 
high degree of training, intelligence and care, essential for operating 
air services. 

(5) Air transport is inflexible. It is tied to landing facilities. As 
a result, loading and unloading of goods cannot take place according 
to the convenience of the user. 
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(6) It is not suitable for carrying bulky goods on a large scale 
and, therefore, it is not of much use to the average businessman. 

(7) Air transport is subject to severe international rules and 
regulations which restrict the growth of air services in the world. 

Choice of the Mode of Transport 

As noted above, each mode of transport has its own advantage! 
and disadvantages. In making a choice between different modes of 
transport, the following factors should be carefully considered ; 

/. Speed : Air transport has the highest speed while the water 
transport is slowest in speed. Over long hauls, railways are speedier 
than motor transport due to an exclusive track. But over short dis¬ 
tances, motor transport is faster than railways as no loading and 
unloading is involved. Therefore, in case of perishables and mail 
which require quick delivery, air transport and motor transport are 
preferable. v 

2. Cost : Water transport is the cheapest for carrying bulky 

and heavy materials, machinery, etc. Air transport is the costliest 
and. therefore, suitable only for high priced goods, light and expen¬ 
sive articles. Railways are a cheaper mode than motor transport for 
carrying heavy and bulky goods over long distances. Motor trans¬ 
port has limited capacity and the cost of fuel is high. However, 
for small lots over short distances, motor transport is a better means 
of transport. * 

3. Flexibility : Motor transport is the most flexible means.* 
Other modes of transport are available only between particular places' 
and the goods have to be carried to them. Motor transport is not tied 
to any fixed point. It can pick up good?, from the sender’s door and 
deliver it to the receiver’s door. The route and time schedules can be 
selected according to the convenience of the customer. Thus motor 
transport is most suitable for carrying traffic between places not 
served by other means of transport. 

4. Regularity : Railways a e the most dependable mode of 
transport. Unlike other means, u is not *. flee ted by weather condi¬ 
tions. 


The above description reveals that each mode of transport is 
suitable for a particular type of traffic. The motor transport is 
suitable for carrying perishable and fragile goods over short distances 
due to its convenience, speed and flexibility. Railways are superior to 
motor transport for carrying bulky and heavy commodities over long 
distances due to their large carrying capacity, regular service and low 
costs. Air transport is ideally suited for quick transit of expensive 
and light articles. Water transport is appropriate for carrying heavy 
and bulky item! at low cost. 


IKETING CONCIPT AND FUNCTIONS 


4.23 


“Storage or Warehousing 

Holding and preservation of goods in proper order is necessary 
throuehout ihe marketing process. Storage or warehousing refers to 
he holding and preservation of goods between the t.me of them pro¬ 
duction and their consumption. A warehouse is an establishment for 
tlv- storage or accumulation of goods. It provides for the safe cus¬ 
tody and preservation of surplus good- so that they may be made av;al- 
able as and when required. By bridging the gap between he umes 
of production and consumption, storage creates tin.c utility. It 
maintains steady flow of goods to consumers. It matches supply 
wilh demand thus stabilising prices. Need for storage ar.ses due to 
the following reasons : («) goods arc produced in anticipation of 
demand and must be stored until they are sold; (//) some goods are 
produced regularly but consumed only during particular seasons, 
eg wool, raincoats, umbrellas, heaters, etc.; (Hi) certain products 
are demanded throughout the year but produced in certain seasons. 
e.e wheat, rice, etc ; (iv) perishable goods need to be stored for pre¬ 
servation; (v) raw materials have to be stored to enable mass pro- 
duction to be carried on continuously; (vi) goods may be stored in 
anticipation of rise in prices or for a speculaiive.purpose. Goods 
like rice tobacco, liquor, etc. become more valuable with the passage 
of time’ Warehousing helps reduce price fluctuations; (v/7) small 
quantities are stored to make large lots which arc economical to 
transport; (v/77) large scale buying is economical and goods have to 
be stored by wholesalers to feed retailers and by retailers to supply to 
consumers; (/*) certain products have to be conditioned or processed 
to make them fit for human use e.g. % meat, cofTee, cheese, tobacco, 
etc ; ( x) demand for certain goods is irregular and storage is nccesfary 
:or them. For example, jewellery, utensils, toys, etc. are purchased 
on special occasions. 

Thus, some amount of goods is stored at every step in the 
marketing process. Storage stabilises prices by matching supply to de¬ 
mand. It enables business firms to produce in anticipation of demand. 
Warehouses relieve the businessman the risk of loss or damage of 
goods. Adequate facilities for the preservation of goods are, there¬ 
fore, essential to successful marketing. Sufficient space, propet 
location and construction of warehouse; adequate protection againslr 
heat, cold, moisture, fire and theft are the characteristics of efficien 
storage facilities. 

Goods are stored in warehouses or godowns. A warehouse is 
an establishment that assumes responsibility for the storage of goods. 
There are three types of warehouses : 

1. Private Warehouses are owned and operated by large manu¬ 
facturers, wholesalers and retailers to fulfil their own storage require¬ 
ments. Such warehouses have a limired value as businessmen in 
general cannot make use of them. Because of the heavy investment 
required in the construction of a warehruse, very few business firms 
■can afford to have their own warehouses. 
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2. Public Warehouses : A public warehouse is a specialised 
business firm which provides storage facilities to the general public 
for a certain charge. It may be owned and operated by an individual, 
a cooperative society, a dock authority, etc. It has to work under a 
licence from the Government and under prescribed rules, and regula¬ 
tions. It is also known as commercial or duty-paid warehouse. 

Public warehouses perform several functions and provide many 
useful services : 

• 

(/) These warehouses provide storage facilities at low cost to 
small manufacturers and traders who cannot construct and operate 
their own warehouses. Such persons are relieved of the need for per¬ 
manent investment and they pay only for space used. Temporary 
storage needs are met economically and conveniently. 

( 11 ) They are well constructed and are guarded round the clock. 
They provide safe custody against theft, fire, etc. Insurance charges 
are also lower for such warehouses. 

(Hi) Such warehouses are generally located at the junction of 
railways and highways. They provide, therefore, excellent facilities 
for receiving and shipping goods. They maintain mechanical devices 
for quick handling. 

(iv) They provide credit against the security of goods kept. 
They also facilitate finance from outside as the receipts issued by 
them can be used as collateral securities for borrowing funds. 

(v) A public warehouse enables businessmen to carry regional 
stocks. Thus goods can be kept near the market or in the main 
trading centres and orders can be filled directly from the warehouse. 
A public warehouse enables a businessman to serve his customers 
more quickly and more economically. 

( vi) Public warehouses are specially designed for safe and 
mechanical handling of goods. Goods are, therefore, well preserved. 

(v/7) Public warehouses located near ports enable importers 
and exporters to keep their goods ready for shipment as the customs 
formalities are cleared. 

(viii) A public warehouse facilitates the transfer of ownership 
of goods. Warehouse warrant is a document of title and the holder 
of the warrant can sell the goods by mere delivery of the warrant 
with his endorsement. 

(/>) These warehouses provide facilities for inspection of goods 
by prospective buyers. They also permit sampling, branding, grad¬ 
ing, packing, etc. of goods. They also render other valuable 
services at very reasonable charges. Office and display space, 
delivery as per instructions, loading and unloading facility, invoicing,, 
etc. are some of the important services rendered by them. 
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either owned and orated by thc^ js requjred to give aa 

control of customs aui « allow the goods t0 be rem oved 

undertaking or Bond than£^“ authorities . The goods are held 

X'bond ‘and the owner cannot, interfere with them without the 
permission of the customs authorities. 

„ u are of great use to businessmen. An importer 

Such wareh ®“** s . immediately after the arrival of the ship, 
need not pay dl b y onded warehouse, he can remove goods 

B y storing h s goods . ^ d Qn , he porlion removed thereby saving 

Certain opcrLtions which arc necessary to make goods su.iable for 
Certain opea . allowed to be performed in these ware- 

consumption or re-export are^allowea^t (£a can bc 

blended and packaged,’etc. They also provide loading and unloading 
facilities, sampling and inspection facilities, etc. 

Warehouses may also be classified on the basis of the type of 
goods stored. General merchandise warehouses offer storage facilities 
for all types of goods. Special commodity warehouses are meant for 
the storage of specific type of goods. For example, separate ware¬ 
house may be constructed for the storage of grains, wool oil, etc. 

Refrigerated warehouses or Cold storages specialise in the storage 
of perishable products like eggs, cheese, meat, butter, fruits, vegeta- 
bles, etc. 


Financing 

Financing is an essential, though auxiliary, function of market¬ 
ing. Modern marketing is impossible without the availability of ade¬ 
quate and cheap finaoce. It has rightly been safd that “money or' 
credit is the lubricant that facilitates the operation of the marketing 
machine”. Finance is required for every step in marketing. Finance 
is needed to cover the costs of marketing. There is a time gap bet¬ 
ween the production and selling of goods. Money is locked up in 
stocks. Finance is also required to grant credit to customers. The 
method of distribution, the amount of credit and the promotion of 
sales are greatly influenced by the type and method of financing. 
Financial problems pervade the entire structure of marketing. 

Financing function in marketing refers to “the provision and 
management of money and credit necessary to get goods from pro¬ 
ducer to the consumer or industrial user.” 1 It is the service of provid- 


1. Phillips and Duncan : Marketing Principles and Methods , p. 27. 
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ing credit and money required to meet the costs of getting merchan¬ 
dise into the hands of the final user. 

The need for finance in marketing arises due to following 
factors : 


(0 

</•/) 

(Hi) 

(iv) 

(v) 

(vi) 


to regulate production and storage of goods demanded 
during particular seasons; 

to maintain a minimum level of inventories in anticipation 
of demand; 

to meet buying, selling and transport expenses; 
to meet changes in .style, fashion, and competitive 
products; 

to meet temporary needs during depression, low sales, etc; 
to grant credit to customers. Credit extended to consumers 
is known as consumer credit. Mercantile credit, on the 
other hand, represents credit extended by one business 
enterprise to another. 

Finance required in trade is for both fixed and working capital 

purposes but it is largely for a short duraiion. The amount of finance 
required depends upon the amount of purchases and sales, rate ot stock 
turn >ver. terms of purchase and sale, etc. Finance for marketing may 
be raised from the following sources: (a) owned capital; (b) long term 
borrowings; (c' trade credit; and (d) commercial banks. Bank 
credit is an important source. Commercial banks provide credit in 

the form of overdrafts, cash credits, advances, discounting of bills, 
etc. In India, indigenous banks and cooperatives are also an im¬ 
portant source. In case of foreign trade, credit is provided by 
foreign exchange banks. 

The most common source of marketing finance is trade credit. 
Manufacturers provide credit to wholesalers who in turn extend it to 
retailers. In simple terms, credit means the sale of goods or services 
on the promise of future payment. Modern business is based largely 
on credit and markets will be very limited without it. Credit brings 
greater and more regular sales to the seller. “Commercial or mer¬ 
cantile credit fills the void between purchase and sale and enables 
the buyer to turn the goods into money before he pays for them. It 
provides working capital and is, therefore, productive credit The 
whole process of production, transportation and distribution is bas:d 
upon it.” 1 Credit enlarges the ma-kel for goods, increases com¬ 
petition and expands the volume of sales and production. 

Credit, however, involves the risk of bad debt and it is neces¬ 
sary to ensure prompt collection of outstanding accounts. Timely 
settlement of accounts also avoids disputes and increases the capacity 
of a firm to extend further credit. Large firms maintain a separate 
credit and collection department to ensure prompt and timely col ec- 

I. W.H. Kniffin : The Practical Work of a Bank, p. 389. 
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of credit for different t y p n d rtin . nt also supervises 

dSue°accoInts and reduces the risk of bad debts through t.mely 

aC “° The financing function has been described in detail in Part V. 

risk-bearing 

ms siii of 

time ” l Goods may deteriorate in quality or prices may lall due to 
changes in fashion or demand. There may be unforeseen compel,non, 

bad debts, etc. 

The different types of business risks and their remedy are des¬ 
cribed in detail in Chapter 15. 


Marketing Information 

Adequate and uptodate knowledge of market conditions is 
essential for success in marketing. Modern marketing is a complex 
process and goods are produced in anticipation of demand. The 
marketing manager needs information lor taking correct decisions to 

deal with numerous pressing problems. Asafiim grows larger, it 

loses direct touch with the market place and has to rely on market¬ 
ing research as an invaluable tool of decision making and control. 
Marketing research is a planned process involving a systematic and 
intensive investigation of markeiing conditions with a defined objec¬ 
tive. It involves rational outlook, objective and accurate analysis 
and the use of scientific method. 

Marketing information contributes to the prosperity of a firm 
by increasing the efficiency of marketing decisions and actions. De¬ 
cisions regarding the type of product, the price of the product, the 
place of sale and the methods of promotion can be made on the 
basis of marketing information Solution of various mirketing prob¬ 
lems requires prompt collection and accurate interpretation of data 
regarding the number and location of consumers, their habits and 
preferences, etc. Marketing information includes all facts, estimates, 
opinions, etc. used in making marketing decisions. “Superior faci-. 
lities for gathering and interpreting market news are a cause for 

1. W.R Spriegel : Principles of Business Organisation and Operation, p. 404. 
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many a business success just as the failure to obtain and interpret 
news properly, is a frequent cause of failure.” 1 Marketing informa¬ 
tion is as important in business as military intelligence is in a war. 
Successful selling depends on accurate and uptodate knowledge of 
market conditions. 

Marketing information is of two types: (1) Primary data, 
and (2) Secondary data. 

Primary Data 

Primary data refers to the information collected from first-hand 
or external sources. Primary data is collected by the researcher 
himself and is. therefore, likely to be more suitable for his objective. 
It does not need readjustment. It is more useful as it gives latest 
information. 

However, collection of primary data involves a lot of time and 
expenditure. Primary data may be obtained from primary and ex¬ 
ternal sources like consumers, dealers and salesmen. Consumers are 
the ultimate judge of a product. Data on their opinions and 
attitudes can be collected to ascertain the suitability of firm’s pro¬ 
ducts and policies. Dealers can provide information on the 
popularity of the firm’s products vis-a-vis other products. Salesmen 
may be used to provide useful feedback on market conditions and 
consumer behaviour. 

Secondary Data 

Marketing information may also be collected from internal 
sources. A lot of valuable information is available from the firm’s 
records and salesman’s reports. Data relating to sales turnover, 
advertising expenditure, distribution costs, etc.; can be obtained from 
the account-books of the firm. The data can be analysed in terms of 
products (product analysis), sales territories (territorial analysis) 
and type of customers (customer analysis) to arrive at useful guide¬ 
lines for decision-making. The secondary data is very convenient 
and economical provided records are systematic and uptodate. 

Secondary data refers to the information already collected by 
some agency. The main sources of secondary data are trade press, 
trade associations, published serveys and Government and interna¬ 
tional publications Trade press include economic and financial 
dailies e je.; The Economic Times, The Financial Express, The Busi¬ 
ness Standard, etc.; and trade journals like, The Commerce, the 
Capital, the Stock Exchange Directory, etc. Trade Associatons and 
Chambers of Commerce collect and disseminate information relating 
to different trades, industries, markets, etc. Published surveys are 
the special economic surveys conducted and published by certain 
research institutions such as the NCAER, CSIR, IIPO, etc. In addi¬ 
tion to these, publications of Government (Labour Bureau, Bureau 

1. F.E. Clark : Princij lei of Marketing, p. 15. 
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of Public Enterprises, The Planning Commission, etc.) and interna¬ 
tional institutions e.g. United Nations, I.M r., E.E.C., E.C.A.KE., 
etc. are a useful source of marketing information. 

Secondary data is readily and easily available. Little time and 
expenditure is involved in the collection and analysis of secondary 
daia. But it is not fully reliable. It relates to past and ts not upto- 
date The data is collected to suit the objectives and needs of the 
collecting agency and may not be quite relevant to the problem 
in hand. I; mav not be accurate and objective due to the bias ol th- 
collecting agency. The definitions of terms may not be uniform and 
the bases of data collected by different agencies may not be com¬ 
parable. The data may be incomplete or overlapping. 

MARKETING RESEARCH 

Meaning 

According to the American Marketing Association, marketing 
research is "the gathering, rec >rding and analysis of all facts about 
, problems relating to the transfer and sale of goods and services from 
producer to consumer." M irketing research has been defined as “the 
system itic gtthering. recording and analysis of data about marketing 
problems towards the end ol providing information useful in market¬ 
ing decision-making "* It is an objective and critical study of m irket 
operations and methods. It is a continuous and intensive study 
conducted to know and understand fully the various problems invol¬ 
ved in the marketing of goods and services. It is an all-inclusive 
term and involves "the systematic, objective and intensive search for 
and analysis of data relevant to tne identification and solution of any 
problem in the field of marketing." 1 2 It involves the application of 
the scientific method in the solution of maFketiag problems. 

Types and Scope 

The scope of marketing research is very wide and it inc’udes 
research on all elements of the m irket ng mix. The various aspects 
or types of marketing research are as f >Ilows : 

(/) Product Research : It is a study of products and services. It 
includes evaluating suitability of existing products, defining product 
needs, testing new products, exploring new uses of existing products, 
looking for improvements, etc. Due to kern competition, develop¬ 
ment of new and improved products and services is very es>ential 
and product research can be of immense he!p in it. It is essential 
for product planning and development. It also includes research on 
packaging and branding. 

(ii ) Market Research : It refers to the study and analysis of 
markets, i.e., the size, location, preferences, incomes, age, occupation. 


1. Cundiff and Still: Basic Marketing, p. 308. 

2. R.D. Crisp : Marketing Research , p. 3. 
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education, buying habits, etc. of present and prospective customers. 

It also includes analysis of sales potentials, and sales territories. 
Customer lies at the heart of marketing and market research is the 
most important area of marketing research. Market research facili¬ 
tates forecasting of p teniial demand for products and thereby helps 
in adjusting production to demand. It helps discovering new markets 
and in understanding consumer behaviour. It can be used to evaluate 
the reactions to products so that necessary changes can be made in 
them. Market research or consumer research provides information 
on market demand, market share, competition, market trends, etc. 
An important part of market research is the study of consumer 
behaviour and the motivation underlying it. Such a psychological 
study is known as Motivation Research. Understanding of consumer 
motivation is essential to efficient selling. Motivation research in¬ 
volves deep probing of the consumer's mind. 1 herefore, special 
techniques like depih interview, attitude scaling and projections are 
used in it. ‘Motivation rescaich is an attempt to get a better under¬ 
standing of the ‘motives that make people buy, to measure their 
relative strength and to secure quantitative information on their 
importance." 1 Motivation research is creative as it sugeests new 
ideas in marketing, and helps in minimising waste and inefficiency in 
selling. 

In actual practice, the terms marketing research and market 
research arc used interchangeably. But strictly speaking market 
research is a part of marketing research. In the words of Crisp 
“marketing research is the systematic objective and exhaustive search 
for and study of the facts relevant to any problem in the field of 
marketing, while market research is restricted to the study of actual 
and potential buvers. their location, their actual and potential 
volume of purchases and their motives and habits." Besides research 
relating to consumers, the latter involves investigation into selling 
methods and practices, goods and services, sales' promotion methods, 
d stribu'ion methods, etc. Motivation research which is concerned 
with the ‘why’ of consumer hchaviour is one type of study of consu¬ 
mers and is, therefore, one part ol market research. 

f/ii) Distribution Research : It implies the study of distribution 
methods and techniques to adapt ihem to the changing needs of 
customer 5 . It is also known a' dciUr or trade research. It includes 
appraisal of middlemen, analysis of distribution costs, sales potential 
of different channels, shifts in dealers’ store location, transportation 
methods, store 'ayoui, brand preference of dealers, etc. The objec¬ 
tive is to improve efficiency in the distribution of goods and services. 

(i ) Price Research : It involves study of price policies and 
methods, discount structure, cost-volumc-price relationships, and 
reaciions to proposed changes in prices. Continuing review of com¬ 
petitive pricing helps in making efficient pricing decisions. 


1. R.D. Converse : Elements of Marketing , p. 536. 
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Objectives and Importance 

Marketing Research is a versatile tool that helps ".anagement 
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marketing research helps management in developing new and bet cr 
products, 8 in improving existing products and in designingmost effi¬ 
cient markcling methods and techniques. Marketing research helps 
in the development of an appropriate marketing mix. 

Marketing research may be conducted 


fnr the following 


reasons : 

(/) to identify the present and potential customers and their 
needs, so that appropriate products can be developed; 

( 11 ) to find out the size, character, location, etc. of the market 
and to judge territorial sales opportunities; 

(///) to forecast the demand for different products; 

(iv) to locate the demand for products with respect to t me and 
place of demand; 

(v) to determine customers’ preferences with regard to package 
design, size, price and other features of the product; 

(vi) to explore new markets for existing products; 

(v/i) to evaluate advertising media, effectiveness of sales promo¬ 
tion, etc. and 

(vi/7) to judge the effectiveness of marketing policies relating to 
pricing, channels of distribution, credit and collection, 
after sales service, etc. 


Marketing research fills the widening communication gap bet¬ 
ween the producer and the consumer. It helps management to meet 
competition, to adjust marketing programme to the unprecedented 
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growth of service and technology and to manage marketing change 
profitably. It lies at the heart of the customer-oriented concept of 
marketing. 

By providing a scientific basis for planning and control, it re¬ 
duces risks and uncertainty. It leads to fuller understanding of the 
marketing process. It enables consumers to buy more and better 
products. It helps improve the standard of living of the society 
through better matching of products and services to human needs. 

Marketing research helps overcome sales resistance. It enables 
correct diagnosis of declining sales and helps in finding appropriate 
remedies. The main factors which resist sales are . 

Physical defects in products—adverse colour, inconvenient 
size, offensive package, bad design, unpleasing taste, etc; 
Failure to adjust to changes in the habits, tastes, preferen¬ 
ces, etc. of consumers; 

Changes in income levels, age groups, location, etc. of 
buyers; 

Unsuitable distribution s>stem, for example, sales arc 
likely to be low if vacuum cleaners are sold through provi¬ 
sion stores as consumers have become habitual of looking 
for them at general stores or chemist shops 
Ineffective advertising due to unsuitable theme, inappro¬ 
priate media or improper frequency. Advertising should 
be directed to the person who makes the buying decision. 
Such person is not necessarily the man who does the 
shopping; 

Unfavourable company image; and 
Prices that are considered to be unreasonably high. 

Marketing research goes beyond the mask of what is apparent 
and identifies the realities. It describes events, evaluates perfor¬ 
mances, explains happenings and helps predict the future course of 
events. Marketing research stimulates thinking and encourages 
creativity. Ic provides a fac*ual basi* for executive decision-making 
and control. Large scale production in anticipation of demand, 
great time lag between production and sales, and the highly dynamic 
marketing conditions of today have made marketing research an 
indispensable function of efficient marketing. The ; realisation of 
business objectives of profits and growth through the satisfaction of 
human wants depends direcily on success in marketing. Marketing 
research is essential to successful marketing in the modern world, 
limitations 

Marketing research docs not soive all marketing problems. It 
suffers from the following weaknesses : 

(/) It involves huge expenditure of time and money. 


(a) 

(b) 

(c) 

(d) 


(e) 
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cannoi bc hundred Pe and tjmeliness . The effectiveness of 

fmarketing reSch'programme can not be measured exactly. 

an Marketing research activities are subject to several tyP e * 

conditions m, e h. km dm** 

ing the whole study a futile exercise. 

(W) Marketing research is^not^a «JJJ 

judgment b “‘ *, *“{.?*‘ to reduce the possibilities of error in dec- 
problems. It only helps marketing information. By being 

sion-making b y P r ° v ’d'“6 researc her may overlook obvious facts 
close to the problem are , the ha ads of incompetent and 

Stzsss SSZSA& -"«** * ' oo1 : 

( „) Marketing research is a means not an end It is ineffective 

ssrT.'sssr■.'S esM ss&s=r-£ 

other marketing functions. 


Methods or Techniques 


Marketing research involves collection and ana >y«* dat “; 

Therefore, the methods of marketing research are cssentially lie 
methods of data collection. Marketing data can be cither secondary 
or primary. Secondary data is one that has already been collected. 
Company's records, publications of trade associations, research 
oreanisations. Central and s'ate governments are the mam sources o. 
secondary data. Secondary data is easily and quickly available at 
low cost. But it may be-incomplcte, unreliable and outdated. Before 
using it, the researcher must find out the relevance, completeness 
and accuracy of such data. 


Primary data are collected from first-hand sources and are 
specific and relevant though collected at a great expenditure ot time 
and money. The various methods of collecting primary data are as 
follows : 


(/) Observation Method : Under this method the behaviour of 
consumers is watched through personal observation or mechanical 
devices. No questions are asked and no interviews are held. This 
method gives factual data and is convenient and objective. But care 
should be taken in interpreting observations to ensure that they .aic_. 
applicable to the study at hand. "The method avoids pitfalls of ques¬ 
tioning, such as interference in the consumer's activity, bias of inter¬ 
viewer and distortion due to consciousness of being studied. _ Normal^ 
Ca nd spontaneous actions are revealed .\ But the method is less flexible 
and costly and cannot indicate those aspects of consumer behaviour 
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which are not apparent, e.g. buying motives. It cannot reveal the 
consumer’s state of mind and his opinions. 

'The observation method is thus suitable in finding out what 
people do rather thin why they d^ it. It is helpful in measuring 
salesman's effectiveness; the brands a retailer pushes most; reactions 
to store display, advertising media, channel, etcj) Observation posts 
may be sm up to observe the amount of traffic passing certain areas 
so as to select optimum location for a departmental store. In one 
case, dust bins were analysed to find out the concentration of custo¬ 
mers of a firm in different parts of the city. Pantry checks e.g. re¬ 
cording products in a kitchen may be made to see the brand purchas¬ 
ed. The observer may pose as a customer to check dealer’s or 
salesman’s effectiveness or relative popularity of different brands 
in a self-service store. Stock audits i.e. checking stocks of sample 
retailers jnay be conducted to establish sales trends for certain 
brands. (.Observation of customers’ movements in the store helps in 
providing store display. £urug stores use this method to study the 
consumer’s buying habits. To be effective, observers must be pro¬ 
perly trained and motivated in their job. 

(//) Experimentation iMethod : The experiment method of 
science can to a certain extent be used in business. Manufacturers 
can experiment with prices, product designs, packages, advertising 
media, etc. Tcasting a new product or package or a new price before 
starting commercial production known as ‘test marketing', testing 
different versions of an advertisement, etc. are common examples of 
the use of this method. -to find consumer reactions and can 

be applied in several cases. M uhema»ical and statistical techniques 
can be used to find cause and effect relationship e.g. affect of price 
change or advertising on sales. Experimental method provjdeslessons 
which caa .bc used to make large scale marketing activity more effec¬ 
tive arid-profitable. It can be used for (a) test market, (b) testing 
advertising and sales promotion campaigns, (c) testing products and 
packages, and ( <1) determining right prices. Under the experiment 
method a control market is established in which all marketing factors 
except that being tested are kept under control. In the words of 
Stanton “experimental method of collecting market information in¬ 
volves the establishment of a scale or a controlled experiment which 
stimulates the real market situation as much as possible. This is 
based on the theory that the small scale experiment will furnish valu¬ 
able information in designing a large scale marketing programme.’’ 1 

But the method is time consuming and costly. It requires 
special skills and use of sampling. Human behaviour is not prone 
to controlled experiments and test runs may fail to reveal real 
conditions 

(Hi) Survey Method : This method involves getting answers to 
specific questions from the entire market or a representative sample 

1. W.J. Stanton : Fundamentals of Marketing , p. 54. 
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. • •* most widely used method of marketing research, 

of it. This is the as q UMt j on naire) is prepared. The method 

A list of9 ue * u °"* ( e f" as ‘questionnaire method’. Surveys are of 
is also kno " n : , f ^f 1 t a 1 S urvey q wherein respondents are asked to give 
two types : place of purchase, etc ; and ( b ) opinion 

actual fac '?’''^ e ^ s to d obla in Opinions and reactions regardmg colour 
survey, wh ! ch , se ,f^ naav jma <, e ; etc. Where the respondent is asked 

r ™ prer “ mE * b '" d '" " 

called an interpretive survey. 

Survey method is convenient, and economical. It can be used 
•° terms^f the ^ofdam method ofda^collec.ion 

•as 

of ma keting research. A wide range of data about varied subjects 
cln be obtained Projective techniques can be used to unearth 
motives of consumer behaviour. But it requires adequate planning, 
proper organisation and intelligent interpretation. Special care must 
be used in drafting the questionnaire. Questions should be simple 
Shor!, specific, clear and concise and free from personal influences. 
Sample should be representative and interviewers must be competent. 
Results may be distorted by sampling errors, interviewer bias and 
respondent’s carelessness. ”In general, the questionnaire should aim 
to find what pepole are doing, rather than what they think they 
ought to do or what they, would like to do.”‘ It is a slow, expen- 
sive and time-consuming method. 


Surveys can be conducted in three ways : 

(a) Personal Interview : Under this method, the researcher or 
his representative goes to the field of enquiry with the questionnaire, 
asks questions and notes down the answers. It is a direct and As* 1 * 
ble method The questions can be altered to suit the needs of the 
situation and detailed information can be obtained. Respondents 
can be helped in understanding and answering questions and more 
important questions can be probed into deep.) Sometimes, a 
focussed or depth interview is taken under which' the prospect is 
encouraged to talk freely. A panel of consumers may be interviewed 
to find out collective reactions and feelings. Panel research may 
consist of a panel of dealers or a panel of consumers. Panel research 
can be used ( a ) to find out consumer attitudes and preferences, ( b) to 
test samples of products, (c) to assess market trends, ( d ) to ascertain 
brand loyalty (e) to find response to changes in package design, (/) to 
judge relative importance to retail outlets and (g) to find out dealers’ 
attitudes and preferences. Sometimes a consumer panel is given a diary 


1. I.R. Simmat: The Principles and Practice of Marketing, p. 9. 
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to note down their purchases. Personal interview or field survey in¬ 
volves face-to-face contact with the prospect. It offers a sense of 
participation and rate of refusal is low. Open-end questions can be 
asked and depth interview is possible. However, we need trained ani 
experienced interviewers. Special supervision is necessary. 

But the method is very costly and time-consuming. A lot of 
expenditure is involved in the selection and training of interviewers. 
Results may be affected by the bias or prejudicics of the interviewers. 

(b) Telephone Interview : Where self-explanatory and very few 
questions are to be asked, telephone is a more convenient and speedy 
method than personal interview. A large number of interviews can be 
held in a short period of time. Telephone survey is ideal when respon¬ 
dents are concentrated in city and available on phone Quick response 
can be obtained and the respondent need not reveal his personality 
and surroundings. The method can be u<cd for a limited coverage 
wherein respondents have telephones. It is less flexible and the 
sample may not be representative. Respondents may not welcome 
such calls and response may be poor. Detailed investigation is not 
possible and it has a limited scope. 

(c) M til Questionnaire : Und:r this method, questionnaires 
are sent to the respondents by post and they are requested to send 
replies through the po>t. A stamped card or replv let'cr is enclosed. 
A covering latter is also sent explaining the purpose of the study, and 
requesting cooperation. 

The method is cheap, qu ck and convenient. No field staff is 
needed and a wide area can be covered in a short period of time. 
The respondent can answer at his leisure and with serious thought. 
Bias on the put of the interviewer can be eliminated as the mode of 
asking questions is uniform. Free replies to questions pertaining to 
income, personal habits, age, etc. can be secured due to the anony¬ 
mous nature of the questionnaire. A mail survey can be conducted 
from any place without an elaborate organisation. 

But the response is likely to be poor. Incomplete and unrelia¬ 
ble answers may be given and many of the respondents may not 
reply at all. The method is not flexible and not suitable where res¬ 
pondents are illiterate persons. It is very difficult to prepare a repre¬ 
sentative mailing list. 

The exact method of marketing research to be used in a particular 
case depends upon the type of inform iti >n required, type of persons 
to be approached, the locution ol respondents, the time and money 
available for the study, etc. 

Marketing Research Procedure 

A logical procedure is essential for the success of any marketing 
research programme. The value of results obtained depends greatly 
on the thought and care with which the work is planned and execu- 
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, e d The exact procedure varies in each programme but the steps- 

usually involved are as follows : 

1 Identification : Precise definition of the problem and the 
.. .-Jet studv is the first step in marketing research. The 

information required^and the methods to be used depend on the 

«(he study. The problem or objective may be to find out 

ffi cluses of declining sales, to test a new product, etc. Spec.fic 
objectives should be established. 

2 Analysis : The next step is to explore and analyse the situa- 

regarding S^proWeni^nd permits a Ling Sp of the situation. 

3 Scanning Secondary Data : An appraisal of the secondary 
irr.tU necessary to find out whether and to what extent there u 

need for field research. Sometimes, the problem may be solved at 
?hts stage But in most of the cases, secondary data g.ves clues to the 

colIcctioD of primary data. 

a Planning : Once the need for field study is established, there is 
need to plan in detail the research project. Marketing research is 
essen iaHy a planned search for facts. Planning involves deciding 
data to be collected, methods, to be used, size and composition of 
the sample, designing forms and questionnaire, time schedules, etc. 
It also includes selection and training of research staff. 

5. Field Work 
planned manner. 

6. Processing of Data : It involves classification, analysis and 
interpretation of collected data. Tabulation and editing is done to 
remove inconsistencies and to facilitate comparisons Analysis reveals 
facts and ideas emerging from the data while interpretation is used to 
state findings and formulate conclusions. 

7. Reporting : After analysis and interpretation, conclusions 
drawn from the study are used to suggest a course of action. The 
findings and recommendations are submitted in the form ot a written 
report. The research report should be brief, simple and well 
illustrated. 


The data is then actually collected in the 


Standardisation and Grading 

Standardisation refers to the process of setting basic measures 
or standards to which articles must conform and taking steps to 
ensure that goods actually produced confirm to them. It involves 
the determination of basic limns or grades, and establishment of 
model processes and method* of producing, handling and selling 
goods and services. In other words, standardisation is ‘the actual 
setting up of basic limits or grades to which the products of agricul¬ 
ture and extractive industries may he ioned and to which manufac- 
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tured goods must conform.” 1 A standard is a list of specifications 
that conveys the idea of uniform quality. It lays down the desirable 
limits regarding the size, weight, colour, durability, shape, etc. for 
a particular product. 

Grading is the process of sorting individual units of a product 
to the grades or classes to which they belong. The established stan¬ 
dards determine the quality and grading involves dividing or separa¬ 
ting of goods into lots that are similar in quality, size, colour, etc. 

In case of manufactured goods, standards can be easily set as quality 
is by and large uniform. But in case of agricultural products like 
fruits, vegetables, etc. there arc wide variations in size and quality. 
In such cases, classes or grades ol quality are set and the process of 
grading is used. Thus grading is “the division of products into 
classes made up of units possessing similar characteristics of size and 
quality.” 2 

Standardisation and grading are often used as interchangeable 
terms. But in reality they differ Irom each other. S andardisation 
establishes the standards or grades for a product. Grading involves 
sorting out or dividing the different limits of the product into specific 
lots according to the established standards. Thus standardisation 
precedes grading and has a wider significance. 

Standardisation and grading arc useful marketing functions as 
they offer following advantages : 

(/) They facilitate buying and selling by sample and description. 
This helps in widening of the market for a particular commodity. 

(/'/) Standardised goods sell better. Uniformity of quality 
eliminates uncertainty in purchasing and fetches a better price to the 
seller. 

(Hi) The costs of marketing are reduced. Standardised goods 
can be mixed without risk to reduce transport and storage expenses. 
Costs of advertising and sales promotion are also reduced, as each 
individual lot need not be advertised separately. Different grades 
can be sold ia markets best suited to them. 

(iv) Consumers are assured of supply of goods that conform to 
expected standards of quality at a reasonable price. 

(v) Financing becomes easier as the value of standardised 
goods can be easily determined and their prices fluctuate less widely. 
Standardised goods enjoy a rca \y market and are, therctore, a good 
collateral security for borrowing. 

(vi) Standardised and graded commodities can be easily valued. 
This helps in making insurance claims. 

1. Phillips and Duncan : Marketing Principles and Methods , p. 26. 

2. Clark and Clark : Principles of Marketing, p. 70. 
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fv/7) They facilitate hedging and futures trading. Price quota¬ 
tions and market reports accurately convey the demand and supply 
position and price comparisons become easier. 

(via) They help in reducing risk of loss from returned and un¬ 
saleable merchandise. Such reduction in risk facilitates keeping of 
lower margins. 

(ix) Standardisation simplifies quality control and enables eco¬ 
nomical production on a large scale. 

(x) It provides the ethical basis for marketing standards. In the 
absence of standards of quality, weight, size. etc., strong and unscru¬ 
pulous may exploit the weak and the unwary. 

However, it is not possible, in practice, to classify certain pro¬ 
ducts on the basis of fixed grades. Wholesalers and retailers oppose 
it on the feeling that it is a device used by producers to reduce their 
profit margins. 

These disadvantages can be reduced if standards are set scienti¬ 
fically and are adhered to honestly. To be effective, standards must 
be relatively permanent and they must be used by a large number of 
buyers and sellers of the product concerned. In India, the Indian 
Standards Institution lays down standards under the I.S.L (Certifica¬ 
tion Marks) Act and Agricultural Produce (Grading and Marketing) 
Act, (1937). 

Packing and Packaging 

Packing refers to the wrapping, crating, filling, compressing, etc. 
of goods to protect them from spoilage, breakag, leakage etc. Bulky 
fabrics like cotton and jute are compressed intobales, liquids like oil, 
wine, etc. must be placed in barrels, bottles and cans. Heavy goods 
are crated, and the fragile producis are placed in boxes, tags or 
special contaniers. Packing thus implies placing products in appro¬ 
priate packages. 

Packaging has been defined as “the general group of activities 
which involves designing and producing the container or wiapper for 
a product ” It is concerned with the creation and designing of pro¬ 
per packages for different products. A package refers to a case, 
container, wrapper or other receptable used in packing producis A 
package is more than simply the carrier of a product. Ii is not only 
a protective device but also a selling tool. A package performs 
several functions and packaging is needed for the following pur¬ 
poses : 

(/) To protect the products from deterioration, damage, expo¬ 
sure, pilferage, evaporation, spoilage, leakage, breakage, eic. during 
transportation, storage and use; 

00 To identify the product and facilitate recollection of its 
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name. Package indicates the nature, weight, content, etc. of the 
product; 

(///) To promote sales. A package has competition value as 
it attracts attention of consumers. A new package may mean a new 
product to buyers and may create confidence among them. Promo¬ 
tional and educational literature can be inserted in it. It differentiates 
the product from substitutes and acts as a ‘silent salesman at the 
point of sales. It can be used to advertise allied products also. I he 
package stimulates impulsive buying. 

(/v) To faciliate handling and use of the product; 

(v) It has a refuse and resale value for the consumer. Packaging 
ensures the supply of right quantity and quality to consumer; 

(vi) It reduces costs of transportation and storage and widens 
the market; 


(v//) The package introduces the rest of the product line to 
consumers. This is done through labelling. The goodwill of one 
product can be used to push the sale of another product by using 
a similar package; 


(viii) It also establishes a link between advertising and point of 
purchase display. It helps salesmen 10 making contacts with pros¬ 
pective buyers; 

(ix) It creates a distinct image of the company Packaging 
lends individuality and prestige to the product. It helps in increa¬ 
sing sales and in obtaining a higher price for the produci; 


(x) It helps in branding as the brand name can be put on the 
package. 

To realise these advantages, the package should be designed 
carefullv. A well designed package tells the consumer that the 
producer is really interested in him. A good package should have 
following characteristics : 


(a) It should be convenient to handle, neither too bulky nor 
too heavy. 

(b) It should be adaptable and should fitwell into the cupboard, 
refrigerator, drawer, etc. 

(c) It should be easy to open and close. 

{d) It should give aesthetic satisfaction in terms of cleanliness, 
beauty, etc. and should be pleasing to the eye. 

(e) It should be dependable in terms of protection to the 
product. 

(/) It should be safe and should function correctly while in use 
and should assure of quality. 
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(e) It should give a feeling of status or prestige besides giving 
a distinct personality to the product. This requires originality and 
taste in design. 

Ih) It should always appear fresh an 1 young. This requires 
const int renewal of design. The package must resell itself to the 
consuner every time he sees it. 


(/) It should have repack and resale value. 

(j) It should be economical in relation to the value of the 
product. 

The exact package will depend upon the nature, design, size 
and cost of the product, the type of customers and the degree ot 
competition. Importance of packagtog has increased with self-ser- 
vice and open display of goods. 


Labelling 

Labelling means putting identification marks or labels on the 
packaee A label provides useful information about the product and 
its producer. It is used to communicate the brand, grade or other 
feature of the product. A label may be a part of the package or 
may be attached directly to the product. A good label should pro¬ 
vide information relating to (a) brand name; ( b ) name and address of 
the producer/dealer; (c) weight and measurement of the product; id) 
directions for the proper use of the product; ( e) date ot packing; (/) 
date of expiry; and (g) maximum retail price excluding local taxes. 


Branding 

Branding is the process of assigning a distinctive name to the 
product by affixing on the product and/or the package a brand name 
or trade mark. A brand name is a word, sign, phrase, etc. which 
differentiates a product from the competitive products. Branding is 
different from labelling which means putting identification marks on 
the package. A trade mark is a legal term and refers to a brand that 
is registered. It may be a symbol, a name, a picture, etc. Brands 
may be producers' brand or middlemen s brand , multiple or single 
brand. A family brand means selling a number of allied products 
under the same name, e g. t Usha Machines, Fans, etc. 

Branding is a powerful tool of sales promotion as it offers the 
following advantages : 

(/) It simplifies purchase and sale and reduces the time invol¬ 
ved in transfer of ownership; 

(//) It helps the producer to push his products in the market 
and secure repeat sales. It is a means of differentiating the product 
in the mind of the buyer and the producer can create a marked pre¬ 
ference for his product. Brand names, like Daida, Campa-Cola, and 
Lux have become household words because of branding. 
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/ m\ Brandine is the basis of advertising and other techniques 
of mass s^ufng.^^radiially, the brand itself becomes a source of 

advertisement. 

fear au; airiSSr KtiTA 

and self-service. 

(V) It helps in reducing price to the consumer as the producer 
can maintain the resale price by fixing the retail sale price. 

/ -l „ rrr . lei good-will for the producer and reduces depen- 

(vrt) Branded products can be sold easily and at better pnces. 
(viil) Branding helps in the »tand ar disa.i°n of qui 

protected against heat, moisture, dust, etc. 

Ux) Price comparisons between the^■“PSy^brands^bccome 

brands* tend .o^ciSST Than^ot of non-branded products or 
of un-known biands. 1 

« ™ -f- kw aafytfs isa® 

ders. A registered brandI name i™, b nva l P manufacturers. It is 

a sasasss £ 

bLv n e d asny 8 a V nd confidently^ quality goods a, reasonable pitce. 

Branding should be done carefully. The brand name should be 

(a) brief and simple; 

(M easy to pronounce and remember; 
c distinctive so as to avoid confusion with the names and 
designs of competitive products, 

(d) difficult to imitate; 

(«■) suggestive of good quality; and 


1 . 


W J. Stanton : Fundamentals of Marketing, p. 223. 
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(f) constant for a r.-asonabl: period of time so that it can gain 
popularity. 

The bran*name may be (/) a speciil name, such as.-India 
Kings' cigarettes. ‘Pears’ soap, etc.. (") a special symbol or mark, 

3 a,thip-br-nd match b,« and Fou«t ? i«(«.; 

based on producer’s name, such as oodrej refrigerator. U.L.M. 
soap, ‘Escorts' tractor, etc. 
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UNIVERSITY QUESTIONS 

What do you understand by marketing? Differentiate between the 
traditional and modern concepts of marketing. 

2. Draw a clear distinction between ‘Marketing' and ‘Selling’. 1 ? cs J!‘ ibc 

«he important functions of marketing. (Delhi, 1979). 

3. What do you understand by ‘Marketing Mix' ? Describe the components 
of ‘Marketing Mix*. 

4. What do you mean by marketing functions ? Name them and discuss 
any one of them. 

5. (a) There is only one valid definition of business purpose : to create a 
customer. Discuss this statement keeping in view the nature and purpose of 
marketing. 

(b) Describe in brief the process of marketing decision making. 

(Delhi, 1980) 

6. What are the functions of transportation ? Examine the relative merits 
of the various modes of transportation. 

7. What are bonded warehouses ? Discuss their advantages 

(Calcutta. 1968) 

8. What is ‘Marketing Research' ? How does it differ from ‘Market 

Research’ and ‘Motivation Research' ? (Delhi, 1975) 

9. Describe the nature and significance of marketing research in modem 
business. How will you conduct marketing research for a company ? 

(Delhi, 1977) 
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r 10*. Compare tk$ merits t>f different methods: or techniques of marketing 
research. m 

11. What is primary date ? Describe the sources and uses of primary and 
secondary data. 

12. Write short notes on : 

(a) Assembling 

(b) Standardisation and grading 

(c) Packaging 

(d) Branding 

(e) Marketing research as a means of overcoming sales resistance^ 


r v 
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Pricing Objectives and Policies 


“The price of an article or service is its market value expressed 
in terms of money.** 1 It denotes the worth of a product or service and 
the amount of money for which it can be exchanged. It is the 
amount of money which the buyer pays to the seller for a product or 
service. Goods and services have value because they are useful and 
scarce. 

Price is an important element in the marketing mix and sound 
pricing is essential to successful marketing. Price influences other 
•elements of the marketing mix. The quality of the product, the 
services supplied aloog with it, the channel of distribution, and the 
amount of promotion depend greatly upon the price. Pricing i? the 
process of fixing prices. It is a very important decision affecting all 
the parties. For the businessman, the price determines the sales 
volume and profit margin. To the consumer, it decides the purchas¬ 
ing power of his income and his standard of living. For the society, 
it determines the volume of production, the level of employment and 
the allocation of resources. Pricing is thus the prime regulator of 
production, distribution and consumption in the economy. Without 
pricing there can be no marketing as a sale can take place only when 
buyers and sellers agree on the price. Pricing determines largely the 
wages, rent, interest and profit in the economy. 

Pricing is also a difficult process involving the consideration of 
several intangible and inter relateJ factors. In some cases prices are 
•determined by management. But in more cases they are regulated 
by the Government and the market forces of demand and supply. 
Pricing requires judgment regarding mirket conditions, customer 
reactions, etc. The influence of market force** on prices can best be 
.understood with the help of the economic theory of price determina¬ 
tion. According to the theory, prices depend largely on the degree of 
-competition. The cost and revenue factors operate differently under 
perfect competition, monopoly and imperfect competition. Prices also 
vary in the short-run and long-run. The theory fails to describe 
pnee fixing in practice as it is based on unrealistic assumptions. 

*• F E - Clark : Principles 6f Marketing, p 27. 
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Objectives of Pricing 

The pricing policy of a firm depends largely on pricing objecti¬ 
ves. The basic objectives of a firm are survival and growth. Pricing 
objectives are derived from the overall goals of an organisation. The 
pricing strategy of the first should be designed to achieve specific 
marketing objectives. Very few firms consciously define their pricing 
objectives in practice. Without clear-cut pricing objectives, a sound 
and consistent pricing system cannot be developed. Pricing is not 
an end in itself, but only a means to specific marketing and organisa¬ 
tional objectives. Therefore, the objectives of pricing should be 
defined clearly before determining prices. The specific objectives 
of pricing vary from time to time. The main objectives of pricing 
are : 

(/) Target Rate of Return : A firm may seek to achieve specific 
percentage of income on its investment of sales. Instead of maxi¬ 
mising profits on industrial units, or in the immediate future, manage¬ 
ment may aim at steady growth and higher sales volume. The aim 
of a target rate of return generally results in cost-plus or mark-up- 
pricing. Such pricing is possible when management can influence 
prices. A more desirable objective may be to secure a specific share 
of the total demand. However, this objective ensures reasonable 
profits. The target rate of return serves as a measure of evaluating 
the performance of the marketing department. This approach does 
not lead to public criticism. 

(//) Price Stabilisation : In industries dominated by a few firms 
(oligopoly), the objective may be to avoid fluctuations in prices. One 
firm acts as the pi ice leader and others may follow it. No firm is 
willing to change its prices for fear of retaliation by other firms. The 
objective here is not to maximise profits in the short-run but to 
maintain reasonably fair prefits in the long-run. Price stability helps 
in planned and regular production but introduces rigidity in pricing. 

(Hi) Specific Share of the Market : In an expanding market 
maintaining or improving market share (share in total demand) is 
considered a better objective that target rate of return. Market share 
indicates the position of a firm vis-a-vis its competitors and is, there¬ 
fore, a better indicator of a firm's success. When the market is expan¬ 
ding. a firm earnine a target rate of return may, in fact, be decaying if 
its share of the market is going down. 

(iv) Facing Competition : Under conditions of extreme competi¬ 
tion, a firm may fix low prices to fight out its competitors. It may 
even adopt ‘below-cost-pricing’ for a short period. But in the long 
run no firm can survive without covering more than its costs. 

(v) Maximum Profits : Some firms may seek to earn maximum 
possible profits in charging the highest possible prices. This-can be 
possible only when the firm has a sufficient control over the market. 
The fear of public-regulation largely rules out this objective. -i ^ 
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pricing objectives and policies 

• • to build up demand for a 

to create a favourable*public image, etc. In practice, 
rs. P firmshkve multiple objecttves in pricing. 

Factors Affecting Price 

Price determination is influenced by a large number of factors 
which are described below : 

til Cost- Essentially, retail prices are cost of production and 

distribution^ plus the ~“ S3"7 ffi 

'return^onthe owners capital' and a compensation for the risks 
assumed. 

(ii) Demand • The nature and size of demand in relation to the 

, n n n iv of an article is another important factor affecting price It 

mfvhe necessary to sell below cost under conditions of exceptionally 
tow y demand 5 Below cost pricing may also be adopted to dispose of 
perishable goods and articles which are out of fashion. 

(iii) Competition: Prices charged by competitors often act as 

the guide in a pricing decision. A businessman tends to avoid selling 

below the market price as it may lead to a price war. Selling above 

the competitive price is very difficult. Prices of substitutes arc also 
important in this respect Customaryandconvenientpr.ee for a 
product are also important. 

(M Quality and Service : An article may be sold at a price 
much above the costs if the customers consider the article is of excep¬ 
tional quality or value services rendered in its sale. On the other 

hand, the article may not sell even at a low price if the quality or 
service is considered to be very poor. 

(v) Buying Motives : A customer may pay a high price to 
satisfy his vanity. This happens when the article is purchased for 
status or prestige. 

(v/; Promotional Strategy : Firms using intensive techniques of 
sales promotion mav price their products above the market price. 
They attempt to differentiate the product from competitive products 
and satisfy the customers that the product is high priced due to its 
special advantage. Similarly, policies relating to channels of distri- 
bu ion, after sales seivices, etc. influence prices. 

(v/7) Risks : Some seasonal goods and fashion articles arc sold 
at prices out of line wirh the costs to cover unusual risks undertaken 
by the seller. Goods which arr sold on liberal terms of credit may also 
be high priced to cover loss of interest and risk of bad debts. 

(v/7/) Government Control : Prices of ceitain products are regula¬ 
ted by the Government. In India, maximum prices of edible oils, 
automobiles, sugar, cement, etc. are fixed by the Government. Public 
policy, therefore, influences prices. 
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ALTERNATIVES PRICING POLICIES 

The method of fixing prices depends upon the price policy of 
the firm. Pricing policy refers to a systematic approach to pricing of 
different products in different mirkets to evolve a pattern of prices 
o^er the long run. A price policy is the strategy or philosophy re¬ 
garding prices that guides price fixing over a period of time. It re¬ 
fers to the overall pattern of prices over a period of time. It is the 
standing answer to the recurring problem of pricing. It provides 
guidelines for the pricing decisions. A sound pricing policy is essen¬ 
tial for meeting pricing objectives. Pricing policy should be tailored 
to meet the specific objectives. An attempt should be made to earn 
m iximum profits for the entire product line in the long run. The 
pricing policy should be consistent with the basic objectives of the 
firm. It should be designed according to the nature, t\pe, age and 
uses of the product, and the degree of competition in the market. 
The various approaches to pricing and the policies underlying them 
may be described as follows : 

1. Cost plus Pricing 

Under this method, selling price is determ ned by adding a 
certain percentage of profit to the total cost per unit of a product. 
This is the most common method of pricing. It ensures full cover¬ 
age of cost* and the necessary margin of profit. The method is easy 
to understand and simple to calculate. The margin of profi' which 
is added to costs is based on the desired return on investment li is 
also called, therefore, the rate of return approach. The margin is 
known as ‘mark up’ and the method as ‘mark up pricing' or ‘formula 
pricing’. The method is logical and can be defended on moral 
grounds. It avoids cut-throat competition in the industry. 

But it is difficult to determine accurately the unit cost due to 
certain common expenses or overheads and j fint products. Little 
attention is given to demand and competition factors and the result¬ 
ing price may be out of tune with market conditions. The method 
also makes for a rigid price structure and restricts the size of the fi m 
below the optimum level. During a short period, it may be more 
profi'able to cover variable costs rather than full costs. Under ex¬ 
ceptional conditions like depressions, change in fashion, perishable 
article, etc. it becomes necessary to sell below cost. Strict adherence 
to cost-plus-pricing may result in loss of special orders. Moreover, 
costs and prices are recipiocally iciated. Prices affect the volume of 
product on which in turn influence costs. However, this policy en¬ 
sures a reasonable return on investment and is, therefore, a safe app¬ 
roach to pricing. 

Cost is thus a good starling point in pricing but it needs to 
be adjus'ed for reasons stated above. “The graveyard of business is 
filled with the Skeltons of companies which attempted to price their 
products solely on the basis of cost.” Different concepts of cost may 
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be used in pricing. Actual costs seems to be the most relevant con¬ 
cept. The determination of standard or expected costs is a conjecture 
as the normal rate of output and the level of efficiency are unknown 
at the time of determination. Moreover, the method of cost calcu¬ 
lation varies due to differences in accounting practices. The margin 
or mark-up also, varies depending on the degree of competition, the 
industry, practice, etc. In the short run, marginal cost pricing may 
be a better alternative to full cost or average cost pricing. But it is 
difficult to calculate the marginal cost accurately as several costs are 
both fixed and variable. 

2. Competitive Pricing 

Competitive pricing or demand-oriented pricing refers to selling 
at the going market price. In case of standardised goods, it is diffi¬ 
cult to sell at prices higher than those charged by competitors. No 
firm tends to cut prices for fear of retaliation when competition is 
severe, there is no differentiation among the competing products, 
when buyers and sellers are well-informed and the seller has little 
control over market. 

3 Customary Pricing 

In certain industries, a price range becomes popular and custo¬ 
mary. Consumers become accustomed to paying a certain price and 
reduction or increase beyond the accepted price range gives an im¬ 
pression of reduction in quality or exploitation. Therefore, every 
firm charges the customary price and tries to adjust its cost by chang¬ 
ing the quantity or quality of the product or the services rendered 
with the product. Customary pricing is quite popular in the soft 
drinks industry. 

Customary pricing results in stabilisation of prices, simplifies 
marketing and permits planoed production. But it makes pricing 
rigid which may become out of line with market conditions. Above¬ 
market price can be adopted when the product is distinctive or 
unique, or has a status value. Consumers may pay a higher price 
for a well-known brand. Below-market price may be charged to 
fight competition or to introduce a new product. 

4. Follow (he Leader Policy 

In some industries, one large firm controls a major share of 
total supply. This firm acts as the price leader. Other small firms 
have to follow it. They charge price identical with the prices of 
the leader. There is no price competition in the industry. Firms 
seeking to obtain a large share of the market depend on advenising 
and other methods of promoting sales. This policy is generally 
adopted under oligopoly when there are a few small firms and one 
very big firm in the industry. 

5. Charging “What the Traffic Will Bear” 

This means charging the price according to the customer’s 
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ability to pay. Rich and needy customers are charged more than 
the poor and less needy. This is known as the policy of price dis¬ 
crimination’. Price discrimination is uselul when the elasticity or 
demand vanes from ooe market to another. But increasing inter¬ 
action between consumers owing to better means of transportation 
and communication has reduced the scope for price discrimination. 
This policy is adopted by professionals, who render specialised per¬ 
sonal services, e.g. doctors, lawyers, architects, etc. Customers- 
generally do not favour such a policy. This policy, however, in¬ 
creases profit without loss of sales. 

6. Penetrating Pricing 

Under this policy, prices are kept below the competitive level' 
to gain the largest possible share of the market. It is usefu in case 
of products with a steady but elastic demand. It seeks to sell to the 

‘masses’. 

Tne policy results in higher sales turnover that gives economies 
of scale. It also h=lp; in devolving brand preference and in restric¬ 
ting the entry of new firms in the industry. However, low price may 
be considered a sign of pjor quality. The policy is risky as prices 
are difficult to raise to correct mistakes in {“ tur *‘ 
it may be hep'.ful in miking the product popular within a short period 

of lime. 

7. Skiniming-the-Cream Policy : 

This refers to *h • policy of charging high prices to recoNer initial 
investment quickly and to make quick profits for fear of competition 
at a later stage. The iniiial high p-»ce serves to skim the cream of 
the market that is relatively ineuistic in demand. In the latter stages, 
price may be reduced to attract the more elastic segments of the 
market. High initial price provides finance for the expansion and 
restricts the~ demand to the level which can easily be met. The 
objective is to sell to‘classes’. Such a policy is usetul in case of 
speciality products. It is a safe policy as initial high price c m be 
reduced when necessary. The p >licy may be used to plough back 

profits and build capacity to meet the increased demand in tuture. 

High price can be projected as the symbol of quality. With the 
entry of more firms, prices can be reduced to maintain the share ot 
the market. In the initial stage?, the manufacturer may like to 
restrict demand to the level which he can easily meet. In the initial 
stages, the demand is less elastic and promotional expenses are nign 
which justify a higher initial price. Skim-the-Cream pricing 
may also be used to build up an image of quality or prestige for the 
product. But the policy induces strong competition. It is a tiskv 
policy when entry of new firms is easy. 

Some Issues in Price Policy 

Pricing involves judgment and experience regarding market 
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rcquuc uptodate know.eag B * .hould be c0nsisten t 

Ith other^marketing policies and shouW.be appraised and revised 
r time to suit changing conditions in the market. . A. 

Eng policy should never be established without full consideration 
pn g p * y other policies and practices of firm. The 

fixation of basic prio.a and 
nr ces fo different product lines. It is also necessary to formulate 
policies regarding prL differentials, price changes, marks downs and 
maintenance of resale prices. 

The main issues involved in a price policy are as follows : 

/ Fixed vs. Variable Prices : An important decision concerning 
price is whether bargaining is to be allowed or not Fixed 1 prices 
create confidence among buyers and save time in se l ' n 8 no b | 
gaining is required. But flexibility may be desirable to meet special 

orders, festival offers, etc. 

2 Odd vs. Even Prices : Odd price, e g. 99 paisa instead of 
Re 1 gives impression of accurate pricing. It also checks dishonesty 
on the part of salesmen. Odd price has a favourable psychological 
impact on the buyer's behaviour. Such pricing is very common m 
case of consumer goods. Batas, for, examplepr.ee ihe.r shoes at 
odd points e g. 39.95. 49.95 etc. Odd prices create an impression 
that the product is of high quality. Odd prices, however, make for 
inconvenience in selling. 


3. Price Discrimination : It implies charging different prices for 
the same commodity. Big orders may be given special concessions. 
Prices in the price conscious market may be kept lower than in the 
quality-conscious market. Industrial users msy be charged a different 
price than consumers as in case of public utilities. Differential prices 
mav be allowed for buyers purchasing full, line to exclusive dealers 
and in off-seasons. 


Uniform prices are generally favoured by the consumer. To 
avoid unfavourable public opinion discounts are used over the list 
price. Trade or functional discounts are offered to large buyers or 
during off season. They are also called quantity discounts. When 
prices are to be reduced, the price list may not be changed but dis¬ 
counts may be given over the listed price. Such discounls are price 
level discounts. Cash discount is given for making prompt payment 
of credit sales. 


4 . Guarantee against Price Reductions : Some manufacturers 
insure their dealers against a decline in price. When price falls, they 
reimburse them on stocks held. This may be done to secure dealers 
and to encourage advance orders in a declining market. 


I. Phillips and Duncan : Marketing Principles and Methods y p. 695. 
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5. Price Lining implies pricing several allied products with 
■varying costs at the same price. For example, Bata sells several 
types of shoes at one price. It simplifies selling and accounting. But 
*uch group prices are difficult to maintain when costs are changing. 

6. Multi Product Pricing : A firm producing and selling several 
products faces special difficulties in pricing as certain costs are common 
to all products.—Key factors in such a case are (a) degree to which 
the markets for different products are independent, and ( b) the profit 
to be realised on all the products. When one product helps in the 
•sale of the other, the latter may be priced higher and the former 
lower than the cost. 

The pricing policy of a firm will depend on (a) aims of the 
firm, (b) expected sales volume, (c) the natu'e and degree of competi¬ 
tion, (d) social objectives, ( e) interchangeability of products, (/) Prices 
of competing products, (g) relation of prices to costs, (//) inter-rela¬ 
tionship between different products in the line, and (/) price dilferen- 
tials among customers. 

Resale Price Maintenance 

Resale Price Maintenance (RPM) is the practice under which a 
product is sold and resold a' prices fixed by the producer in advance. 
*‘RPM refers to that price policy under which the manufacturer of 
a branded product in open competition establishes the price, or the 
minimum price at which such product shall be resold to the consu¬ 
mer It is an agreement between a manufacturer and his middlemen 
stating that the latter will resell the product at the price specified by 
the former. 

According to Clark “Resale price maintenance is the marketing 
policy under which the manufacturer of an article identified by a 
brand name or trade mark or patent places restrictions on the price 
at which the product shall be resold to purchasers at every step in the 
marketing process.’’ 2 

The policy of RPM is commonly used in consumer products, 
such as drugs, cigarettes, books, liquor, toilctary, sporis goods, eket- 
tric appliances, etc. The policy may be enforced through a common 
understanding among several producers or by a single producer 
through exclusive distribution. The policy of RPM is possible 
mainly in case of branded projucts. 

Advantages 

RPM offers the following benefits to manufactures, dealers 
*nd consumers : 

* J A# 

1. Phillips and Duncan*; Marketing Principles and Methods, p. 729 

2. F.E. Clark: Principles of Marketing 
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. (/) The prices of branded products become well known as they 
are nationally advertised. Price-cuttiDg by a dealer in such a product 
iniures the goodwill and reputation of its manufacturer. RPM is 
used to prevent greedy retailers from using such a product as the 
loss leader The policy serves to protect the interests of the manu¬ 
facturer through a good image for his product. Retailers may sell 
the product at a loss or at very low prices to attract customers to the 
store Loss leader selling reduces the image of the manufacturer and 
be is forced to reduce the selling price of his brand. RPM checks 
such selling. 

(/,) The policy eliminates unhealthy price competition among 
distributors. This protects the good-will of the producer as price 
cutting is interpreted as a sign of poor quality by the consumers. 
Competition is directed to quality and promotion. This also reduces 
manipulative advertising. 

(///) By stabilising prices. RPM facilitates planned and regular 
production. Selling costs are reduced as dealers like to handle pro¬ 
ducts on which their margin is assured under conditions of scanty 
demand. It prevents speculative dealings and unfair trade practices- 
as the part of middlemen. 

(/» RPM ensures reasonable margin of profit to retailers with 
the result that they are willing to undertake distribution of the 
product. 

(v) Small firms do not have to face competition from large 
firms. Moreover, new firms can easily enter the industry as they have 
not to face price-wars from existing ones. This helps in reducing 
monopoly and diversifying ownership of industry. 

(v/) Consumers can buy with confidence and ease. There is- 
little danger of overcharging by unscrupulous retailers, and goods are 
available at most of the places, so that the consumer need not travel 
long distances to buy the product. Fixed retail prices avoid the 
need for bargaining. Non-price competition benefits consumers 
through improvements in quality and service. RPM stabilises prices 
and ensures uniform quality at reasonable prices to consumers. 

Disadvantages 

(1) RPM results in higher prices to consumers. Prices have to 
be set up high enough to ensure a fair margin even to the inefficient 
retailer. Absence of price competition also raises prices. Consumers 
who do not want service facilities do not get the benefit of price 
reduction.- 

(2) RPM protects inefficient middlemen and efficient dealers So 
not get a reward. The policy restricts the freedom of merchants and 
prevents improvements in the method of distribution. 
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(3) It is difficult to enforce resale price maintenance. Dealers 
may cut prices through the backdoor. They may offer secret dis¬ 
counts or free samples to attract customers under conditions of ex¬ 
treme competition. 

(4) A relative high resale price may affect the sales of brands 
which are subject to RPM. Low cost stores may promote lower 
priced articles whose resale prices are not fixed. 

f5) The supervision and enforcement of RPM involves expense 
and effort. Some defaulters may be caught and punished while others 
may remain undetected. 

Regulation of RPM 

Thus RPM favours the businessmen at the cost of consumers. 
By preventing competition it operates against the public interest. 
According to the Monopolies Commission in India, RPM 4s not in the 
interest of the general public and should not generally be permitted. 
England West Germany and many other countries have enacted 
comprehensive legislation regulating and banning the practice of 
RPM. However, in America a producer can fix the resale prices of 
his products to avoid undercutting on the part of retailers. Under 
the fair trade law entitled Mc-Guire Act, 1952. a producercan force 
all retailers and wholesaler maintain his'Tesale price simply by making 
a fair trade agreement with one retailer or wholesaler. 

In India, the Monopolies and Restrictive Trade Practices Act, 
1969, prohibits fixation of minimum prices. It provides that a'l 
agreements that establish or provide for the establishment of mini¬ 
mum resale prices shall be void. No supplier can notify, directly 
or indirectly, to dealers or otherwise publish minimum prices for 
resale of goods in India. No supplier can withhold supplies of any 
goods from any wholesaler or retailer on the ground that he has sold 
or is likely to sell the goods at a price below the resale price. Persons 
violating these provisions can be punished with a maximum fine of 
Rs. 5,003 or imprisonment upto three months or both. 

The Act provides following types of exemptions : 

(/) When the quality or variety of g>ods available for sale 
would be substantially reduc:d to the detriment of consumers or 
users of those goods; or 

(if) The retail prices of goods would, in general, and in the long 
run, be increased to their detriment; or 

(iii) Any necessary services actually provided in connection 
with or after the sale of goods by a retailer would be stopped or 
substantially reduced to the det'iment of the public such as consumers 
or users. ^ 
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tri ,; i0 0 d, or high value ».»»-* ““S''" SSSS'IS 
Sometimes, consumers produ t , disIr jbuted in this manner. All 
tics, books, hosiery, etc. “"“T.""Xnned by the manufactu- 

r r h k iSf fU Sma°U Vroduc«s sell direct?to loca. consumers, par.icu- 

larly in case of perishables. 

This channel is very'fast and “onommal Tta „ “ 

full control over dtstnbut.on and dtre« ^ ^ expert services of 
possible. Aggressive salhng Ca ? arBe finances are required and huge 

on production. 

In recent years, there has been an increasing use of the me¬ 
thods of direct selling due to the following reasons . 


( fl ) Increasing competition requires close control over the 

market; # 

(b) Need to reduce marketing costs and desire to obtain econo- 
mies of large sale distribution; 

(c) Wide product line resulting in economical use of sales force; 

(d) Demonstration, installation and frequent servicing required 
by the product; 

(e) Concentrated market near the place of production; 

(/) Availability of public warehouses; 

( g ) Need for special promotional efforts; 

(h) Lack of desired cooperation from middlemen; 

(i) Desire to reduce dependence on middlemen; 

(j) Products requiring personal attention; and 

(A.) Desire to secure uniformity of methods and terms of sale. 
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Manufacturer-Rctailer-Consumer 



Many large retailers, such as departmental stores, supermarkets 
and chain stores buy directly from the manufacturer. It has become 
possible to bv pass the whole>aler due to modern means of transport 
and communica'ions, growth of big retailers, advances in automatic 
data processing, computerisation of order handling, etc. In this 
channel, wholesaler is eliminated and his functions are performed by 
the retailer or the manufacturer. This channel is often used for the 
distribution of consumer durables and products of high value. This 
channel is suitable when retailers are big or when product is perishable. 
Automobiles, appliances readymade, garments, shoes, etc. are often 
sold through this channel. In this channel, the manufacturer or 
the retailer has to perform the functions of a wholesaler, such as 
storage, transport, financing of inventories, etc. 

3. Manufacturer-Wholesalcr-Retailer-Consumcr v 


This is the traditional or normal channel for the distribution (f 
consumer goods. Small retailers and small producers find this chan¬ 
nel most convenient and economical; especially in case ol widely-scatte¬ 
red markets. Producers of industrial goods sell to users through 
merchant wholesaler or industrial distributor and no retailer is invo¬ 
lved. This channel is suitable where the producer has limited fina¬ 
nces and a narrow product line or where the wholesalers are speciali¬ 
sed and provide strong promotional support. This channel is used in 
case of durable products which are not subject to changes in fashion, 
etc. y 

4. Manufacturer-Agent-Retailer-Consumer ^ 


Fn case of few or concentrated retailers, an agent middleman 
fselling agent, broker, etc.) may be more economical than a wholesa¬ 
ler. A selling agent sells to wholesalers or large retailers. He reli¬ 
eves the producer from marketing tasks. Agents are common in the 
distribution of texii.'es, agricultural products, etc. In case of large 
and institutional buyers, ihe agent may act both as wholesaler and 
Tetailer. For example, a manufacturer may sell through an agent or 
wholesaler to industrial buyers, government, consumer cooperatives, 
hospitals, business houses, educational and other institutions, etc. 
In such cases, the retailer is by-passed. In case of industrial goods, 
an agent may be used in place of industrial distributor to reach 
industrial buyers. 


5. Manufacturer-Agent-Wholesaler-Retailer-Consumer 

Tnis is the longest channel of distribution. It is used when the 
manufacturer wants to be fully relieved of the problem of distribu¬ 
tion. The producer hands over his entire output to the sole selling 
agent who sells to wholes tiers who is turn sell to small retailers. 
This results in wider distribution of goods. In case of industrial 
goods, industrial distributor is used in addition to the agent when 
direct sale to users through the agent is not feasible or storage ser- 
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vices of distributor are required. The unit sale may be small or 

.decentralised inventories may be needed to supply the users rapidly. 
CHOICE OF A CHANNEL OF DISTRIBUTION 

Choice of a channel of distribution involves the selection of the 
best possible combination of raiddlem.-n or intermediaries. The 

objective is to secure the largest poss'ble distribution at minimum 
costs. Such a channel can be selected by evaluating alternative 
channels in terms of their costs, sales potential, future prospects, etc. 
Choice of channel involves decisions regarding the number of middle¬ 
men, the number of dealers at each leveh choice of particular dealer, 
and periodical review of the channel used. The choice and manage¬ 
ment of trade channel is important as channel affects sales volume 
and profits. It is a long term commitment and changes in Lh ™" c '' 
are difficult and costly. The channel of distribution must be cffic ent 
and flexible. It should be consistent with the declared i!?%hoV,7<? 
policies and marketing programme of the producer. There should 
be sufficient liberty to change middlemen. 

The factors affecting choice of a channel may be classified as 
under : 


1. Nature of the Product 

Tne physical characteristics of a product strongly influence the 
choice of trade channels. 

(a) Unit Value : Products of low unit valuv and convenience 
goods have generally a longer channel as they can not bear the costs 
of direct selling. Articles of low price and common use. eg . cosme¬ 
tics, hosiery goods, stationery and small accesory equipment usually 
go through agents and wholesalers while industrial installations and 
expensive and speciality consumer products, e.g., jewellery, watches, 
etc. can be sold directly to retailers and users. 

(b) Perishability : Perishable produc's like vegetables, fruits, 
bakery products, etc. have relatively short channels as repeated hand¬ 
ling and delays involve risk of loss. Same is true of articles which 
are subject to fashion. Durable and non-fashion articles can be 
distributed through longer channels. 

(c) Size and Weight : Heavy and bulky products are distributed 
directly to minimise transport costs. Coal, bricks, stones, etc. are a 
few examples. 

(d) Standardisation : Unstandardised and custom-made ‘goods 
usually pass through short channels due to the need for direct contact 
between producers and users. Standardised and branded products 
can pass through longer channels. 

(e', Technical Nature : Products requiring technical skill in 
handling and use, e.g., specialised machinery, are sold diiectly to in- 
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duslrial users. Such products need demonstration, installation and 
after-sale service. Consumer products of technical nature, e.g., T.V. 
set, refrigerator, electric inixer, etc. may be sold through retailers but 
servicing may be done by the manufacturer. 

(f) Product Line : A firm producing several products in the 
same line may find it economical to sell directly or through retailers. 
Firms producing a single product cannot afford to maintain their 
own selling organisation. 

(g) Age of the Product : A new product needs more promotion 
and few middlemen may like to handle it. It may have, therefore, 
a relatively short channel. As the product gains acceptance in the 
market, more middlemen may be used. 

(h) Fashion & Style : Goods which are subject to frequent 
changes in fashion and style are generally sold through short chan¬ 
nels as the producer wants to keep m continuous touch with the 
market. 

(i) Channels used for Competitive Products : The channels used 
by competitors also influence the choice of a channel of distribution. 

(j) Government Regulation : In certain products, the government 
regulates the channel of distribution. For instance, a producer of 
drugs and wines can sell only through licenced chemists and wine 
shops. 


2. Nature of the Market 


The number and type of customers or buyers is a very impor¬ 
tant consideration in the choice of a channel of distribution. 

(a) Consumer or Industrial Market : The purpose of buying 
has an important influence. Goods purchased for industrial use are 
sold through a short channel. Products intended for consumption 
are invariably sold through retailers. This is because industrial users 
buy in large quantities and have their own purchasing organisation 
for direct contact with producers. They want best quality at 
minimum possible cost. 


(b) Number of Buyers : In case of a large potential market the 
manufacturer uses several middlemen. If the market is relatively 
small, his own sales force may be able to sell directly to.buyers. 


(c) Location of Market : Direct selling is possible m a localised 
market where buyers are cor.centrated geographically. In a widely 
dispersed market use of middlemen becomes necessary. 


,d) Size and Frequency of Older : In case of large orders 
direct selling is convenient and economical. Where jj ur : 

chased in small quantities very frequently, middlemen are used^J A 
manufacturer may sell directly to large grocery stores and may use 
wholesalers to reach small stores. 
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M Rlivine Habits : The amount of effort the consumer makes 

(e) Buying n redit, need for p2rS onal attention, home 

"elileTetc also influence the choice of a channel of distribute. 

3. Nature of Middlemen 

rryUor and tvoes of available middlemen is an important 
factor as e ,he?o 't and efficiency of distribution depend largely on th.s 

factor. .. , . 

(« ^Availability * When desired middlemen are not available 

(b) *,«<«*»: ^and'l" ^ "ductF- etn^Tome 
rhS.e« an cTretailers want s * agency for a particular territory 
or a guarantee against price decline. 

rc)'Services : Use of middlemen is economical when they 
provide financing, storage, aggressive promotion and such 
services or assistance. 

(dVSales Potential : A producer likes a channel otfering the 
greatest potential volume of sales over the long run. 

Comparative Costs : The cost of selling through alternative 
■channels wffimffiienc* th: choice. A channel will be chosen when 
expenses are in proportion to the services and sales volume piovtdcd 

^ (f) Customs and Competition : The channels traditionally used 

for a product are likely to be used tf found cconomcah l flocks are 
sold usually through hardware stores use oftenml 1 ™ e ^’’ a u n, \. ( ^^ 
not be desirable. Channels used by competitors also intluensc the 

choice. 

fc/teca! Constraints : Government regulations regarding ins- 
nection taxes outlets, etc. influen:e channel for certa.n products, 
e.g. m drugs, alcohol, etc. For example a distiller has to market 

through prescribed outlets, such as licensed liquor shops. 


A. Company Considerations 

The nature. s : ze and objectives of the c >.np iny are important 
considerations. 

(a) Market Standing : Well-known companies with good re¬ 
putation are in a belter position t > select channels and middlemen ot 
their choice than are unknown co noa n s. 

(b) Financial Strength : A company with large financial re¬ 
sources can establish its own sales network. It can also grant cerdit 
and provide storage services. 
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(c) Management : The ability and experience of management 
affects channel decision. Companies lacking marketing know-how 
have to depend on middlemen. 

(d) Volume of Production : A company with large output may- 
find it cconom cal to use its own sales force. 

(e) Desire for Control of Channel : Firms that want to have 
control over the distribution of their product may use a short chan¬ 
nel. Such a firm can give its product more aggressive promotion and 
can be closer to the ultimate consumer which helps in marketig re¬ 
search. But it will have to provide most of the marketing services 
itself as there are few middlemen. A producer that does not want to* 
provide various services may have to depend on middlemen. 

(fy>\ge of the Company : New companies often rely on middle¬ 
men due to lack of experience, etc 

fg) Tradition of the Company : If the company has been using, 
middlemen as a tradition, it will influence the choice of the channel 
of distribution. 

fft) Facilities to Middlemen : A company which desires to 
depend upon middlemen has often to provide credit, promotions* 
aftersales service and other facilities and support to middlemen. 

Distribution Policy 

Having decided the channel of distribution to be used, the 
manufacturer is faced with the problem of determining the number 
of middlemen to be used at each level. This depends on the type of 
distribution. 

(i) Intensive Distribution : It is one where the producer seeks 
to sell through every possible out!e\ The objective is to achieve 
maximum and quick turnover. Such distribution is used in case of 
consumer products of everyday use e.g., tooth paste, cigarettes, soaps, 
etc. The consun er wants convenience and an attempt is made to go 
as near to the ultimate consumer as possible. Both diiect selling 
and middlemen are used for mass distribution, e.g. t Bata Shoe Co. 
Intensive distribution i f , however, expensive and it is difficult to 
obtain full cooperation from all dealers. 

(ii) Selective Distribution : In this case, a few wholesalers and 
retailers are selected in each area. This type of distribution is 
common in shopping and speciality goods and industrial products. 
Consumers prefer a particular brand and use of every channel is not 
necessary. It is more economical and gives an opportunity to exer¬ 
cise control over the channels. The number of outlets at each 
level of distribution is limited. Selective distribution is suitable for 
durable products or where brand preference can be established. 

(lit) Exclusive Distribution : It implies use of one middleman 
in a particular territory. The middleman is granted the exclusive right 
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... t area it is used in products enjoying strong brand 

to sell in that area ; makes great efforts to buy a parti- 

‘T U h 'nd " n^v firms and firms thft do not want to prov.de 
cular bran ^-,Stales service may also use it. It prov.des max.mum 
storage and ■‘f ,er - sa ^ ser d ic ' s can he controlled. The manu- 
control over distnbu mn d P „ from middlcmcn The cxclu- 

facturer can get maximum H and ofl>r a(ler . sa | es ser Mcc to 

s.ve dealer can marketing costs and risks and facilitates direct 
com timers. It '°' vcrs ^ ot - 8 the pro duct. But it is less flex.blc, 

•"» * ra,ram, °" 

which is illegal. 

Choice of Middlemen 

After deciding the channel and th.> number of middlemen, a 

mmmmm 

following factors while selecting a particular middleman . 

(a) finances, credit-worthiness and reputation of the dealer; 

(b) the dealer’s experience in the same line of distribution; 

(c) knowledge of dealer regarding the product and market; 

(,/» capacity of the dealer to provide after-sales service; 

(e) capacity of the dealer to secure adequate business; 

(f) the nature and strength of his sales force; 

(tf) nature of other goods (competitive or complementary) 
dealt in by the dealer; and 

(//) the degree of cooperation he is willing to provide. 


MIDDLEMEN 

A middleman is an individual or an independent business con¬ 
cern standing between the producer and the uMmate consumer or 
industrial user. It is a specialised concern performing some or all of 
the marketing functions for remuneration. A middleman facilitates 
the purchase, and sale of commodities and acts as an intermediary 
between the producer and the buyer. 

Middlemen are of various types. They may broadly be classi¬ 
fied as under ! 


Agent Middlemen 

Agent middlemen are thofe middlemen who assist in the 
transfer of ownership and take part in negotiating purchase and 
sale of commodities without taking tit'e to them. They perform a 
number of marketing functions on behalf of others but do not bear 
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marketing risks. Their profits consist of the charge they make for 
their services. They link buyers and sellers. They are also known 
« functional middlemen or mcrchantile agents. They are of following 
types : 

MIDDLEMEN 


Acent Middlemen Merchant Middlemen 

* i 

—Commission Agents 
— Brokers 

— Forwarding Agents 
—Clearing Agents 
— Auctioners 
L-Common Carriers 


(i) Commission Agents arc those agents who buy and sell 
goods for others. A commission agent deals in his own name but 
hears no risks. When appointed to buy goods, he is known as 
purchasing agent and when appointed to sell goods, he is called Silling 
agent. A purchasing agent lor a foreign firm is called resident buyer. 
A selling agent having sole selling rights is known as sole selling 
egent. He has control over prices and terms of sale. A selling 
agent who also provides technical advice is known as manufacturer s 
agent. 

A commission agent not only purchases and sells goods but 
also performs certain market ing functions, such as storage, sales 
promotion, t ansportation, etc. Selling agents who bear loss of 
bad debts are known as 4 Delcradre agents'. They are paid an extra 
commission for this service. 

(ii) Brokers: They bring buyers and sellers together and 
facilitate negotiations in the name of others. Unlike commission 
agents, they do not take possession of goods and do not provide sto¬ 
rage or other s-rvices A broker is different from a factor who sells 
in his own name, takes posse$>ion ai.d has some control over prices, 
etc. A factor is a general agent while a broker specialises in a parti¬ 
cular trade, e.g., stock broke-, property broker, insurance broker, etc. 

(ifii) Forwarding Agents are employed to collect, forward and 
deliver goods to proper destinations. They are often employed in 
export trade. They collect and bring goods to docks attend to cus¬ 
toms formalities, arrange for insurance and shipment of goods on 
behalf of the exporter. They are paid commission for their services. 

(i?) Clearing Agents are used in import trade. They attend to 


■Wholesalers 

(a) Manufacturer 
wholesaler 

(b) Retailer 
Wholesaler 

(c) Merchant 
Wholesaler 

• Retailers 

(a) Small scale 

(b) Large scale 
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f take delivery from the shipping company and 

SSS’fK! ^.5?of E00d, y .o the importer’s p,ace. 

M Auctioneers * An auctioneer is an intermediary authorised to 

sen goods at a public 

% n S anfsells'tffto the highest b,dder. He is employed to sell 
nronertv, furniture, etc. by auction. 

P / v ;» ronrnon Carriers are the agents who transport goods on 

. ir n'f A public or common carrier carries the goods of 

behalf of others. A puoiic ^ ^ , hc othcr hand, transports 

his own'goods' oily Railways, ’airways, shipping companies and 

truckers act as common carriers, 
without taking title to goods. 

Warehouses : The function of these agents is to receive 
eood/f om and o“ n behalf of the principal *or preservation and 
., whanee of certain remuneration. I hey snouia taKe 

reasonable care and diligence in preserving the goods entrusted to 

them. 

Merchant Middlemen . 

M -reliant middlemen are those intermediaries who take tit c to 
goods and act as independent dealers. They buy and sell on their 
own behalf. They earn profits and undertake risks. They are also 
known as merchantile middlemen. They are of two types—wholesale! s, 
and retailers. 

WHOLESALER 

A wholesaler is a merchant who sells to those who buy for the 
purpose of resale or use in business. He usually buys goods in large 
quantities directly from the manufactures and sells them in small 
tots to retailers or industrial users. He operates between the produ¬ 
cer and the retailer and does not deal generally with ultimate consu- 
mers He usually specialises in one or a few commodities and does 
not maintain an open shop or show-room. He keeps large stocks of 

goods in warehouses or godowns and operates in a central market. 

Wholesale business requires large capital and large warehousing 
facilities. He may have to maintain a fleet of motor vans and a 
trained sales force. Wholesalers are of three types : 

1. Manufacturer Wholesaler : He combines manufacturing 
with wholes ile business. In addition to the goods manufactured by 
him, he may also sell goods produced by others. A manufacturer 
carries on wholesale business through sales offices or sales branches. 

2. Retail Wholesaler : He is both a wholesaler as well as a 
retailer. He buys goods in large quantities from the producer and 
sells them directly to ultimate consumers. 

3. Merchant Wholesaler : He is a pure wholesaler. A true 
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wholesaler is himself neither a manufacturer nor a retailer but acts as- 
a link between the two. Merchant wholesaler is of two types : 

(а) Service wholesaler or full function wholesaler is one who 
performs all the functions of wholeselling. He provides credit, keeps 
stocks, makes delivery and maintains a sales force to call on his cus¬ 
tomers. He may be further subdivided (according to the degree of 
specialisation) into two classes : (/) General Merchandise Wholesaler : 
He deals in a large number of unrelated products in different lines. 
He may be a supplier of all products required by a business concern 
in a particular trade or industry. Hotel suppliers, hospital suppliers 
and mill suppliers, are a few examples of such wholesaler. A mill 
supply wholesaler supplies a wide var ety of goods to mills which are 
engaged in the production of consumer products, (i7) Single Line 
Wiiolesalt r : He deals in all products within one line. He specialises, 
in single line merchandise or in related lines. He supplies different 
varieties in the same line. A grocery store, a wholesale cloth mer¬ 
chant, a druggist, a supplier of electric goods, a paper merchant are 
common examples of single line wholesaler. {Hi) Speciality Whole¬ 
saler : He specialises in one or two commodities in a single line. For 
eximp'e. if he d;al* in groceries, he m ly deal in only tea or coffee 
rather than in all items of grocerry. 

On the basis of geographical coverage, service wholesalers may 
be divided into (/') National Wholesaler , who sells throughout the 
country; 07* Sectional Wholesahr. who operates in particular states 
or territoics, and iiii) I nc I Wholeu ler, who operates in a very 
limited area, such as a city or a district. 

(б) Limi'ed Finer ion Wholesaler is one who performs a few 
rather than all the functions of a wholesaler. He keeps limited stocks 
and docs n n extend credit to any significant extent Ho may further 
be subdivided into : («) Cash and Carry Wholesaler who does not 
provide credit and home delivery services. ( 11 ) Drop Shipper or Desk 
jobber who does not handle or store goods. He simply collects orders 
and gets them delivered to retailers directly from the producer. He 
has only an office and no godowns. He bears no risks and operate* 
at a low margin, iiii) Mail Wholesaler who solicits orders and delivers 
goods by post. He is also called catalogue wholesaler, (rv) Truck 
Jobber who collects payment at the retailer’s place. He deals usually 
in perishables, like fruits, soft drinks, dairy products, etc. He sells 
on cash basis, (v) Rack Jobber who sells on racks or space provided 
by super-markets. He provides storage facilities, dispalys goods and 
collects payment after sales are made. 

Functions of Wholesalers 

(/) Assembling : The wholesaler forecasts needs for goods and 
collects different varieties from producers. He thus performs the 
buying and assembling function. 

(it) Dispersing : A wholesaler distributes goods to widely scatter- 
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ed retailers. His salesmen call regularly on retailers and inform 
them of new products. 

(Hi) Transportation : A wholesaler carries goods from producers 
to his Rodowns and from there to the retailers. He often has his own 
fleet of trucks. He is able to carry goods far and wide quickly and 
economically due to bulk handling. 

(iv ) storage : A wholesaler holds large stocks over long periods 
of time ; He adjusts supply with demand and thereby creales stabi¬ 
lity in prices. He reduces the risks and capital requirements of 
producers and retailers. 

(v) Grading and Faclaging : He divides large lots into smalt 
ones, separates superior goods from inferior or spoiled ones and helps 
in their standardisation. He also packs and repacks them lor the 
convenience of retailers. He uses his own grades and brands. 

(vi) Financing : He purchases goods on cash basis Irom the 
producer and sells them on credit to retailers. He also provides 
finance during the interval between production and disposal of goods 
through storage. He reduces thereby the capital investment needs 
on the part of the both producer and retailer. 

(„//) Rid< Baring: \ wholesaler undertakes risk of changes 
in demand and prices.' He places orders with the producers well in 
advance of production. He also bears loss of bad debts and storage. 

(viii) Promotion : Wholesaler performs advertising and sales 
promotion activities to promote the sale of products. 


Services of Wholesaler 

The wholesaler provides important services to manufacturers 
and retailers. The wholesaler also performs the functions of pricing 
and marketing research to some extent. 

Services to Manufacturers : (i) He acts as a selling agent for 
the manufacturer thus er abling him to concentrate on production. 
The wholesaler acts as a order-collecting and marketing agency for 
the manufacturer thereby relieving him of the worry of distribution. 
The manufacturer need not keep a sales force, or grant and collect 
credit from a number of small retailers. The wholesaler enables the 
manufacturer to realise resonable price for his products. 

(//) He buys in large quantities and places advance orders. The 
manufacturer is thus enabled to secure economies of mass production 
and specialisation. 

(Hi) He helps in regular and planned production. The manu¬ 
facturer need not maintain a large sales force to sell in small amounts 
to large number of retailers. 

(i'v) Manufacturer is saved of the risks of price fluctuations, 
deterioration, etc. and need not lock up large capital in stocks. 
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(v) Wholesaler keeps the manufacturers aware of changes in 
fashion, styles, etc. The latter need not seek marketing information. 
He can produce with mare certainty and economy. The wholesaler 
knows the pulse of the mirket and renders expert advice to the 
manufacturer. 

(vi) He places funds at the disposal of manufacturers by pur- 
chaing in bulk on cash basis and by keeping Urge stocks. He also 
provides transporation. warehousing, standardisation and advertising 
services to the producer. 

Services to Retailers : (i) The wholesaler acts as the retailers’ 
buying agent. He collects different vuric'ies from different producers 
and offers a wide assortment of goods. He thus saves the retailer 
from the trouble of searching out and assembling goods from several 
producers. 

(//) He provides quick and economical transport to retailers. 
Greater time and costs will be involved if the retailers have to carry 
small quantities from several producers. 

(///) By carrying large stocks, he provides a ready and conti¬ 
nuous supply and offers wide choice to retailers. They need not lock 
up their meagre funds in storage. 

(/v) He reduces risks of retailers. They carry small stocks so 
that loss due to deterioration and price fluctuations is small. He also 
guarantees the quality and makes adjustments when retailers are 
dissatisfied. 

(v) He solves financial problems of retailers by granting credit 
and offering quick delivery. Moreover, the retailer gets the benefit 
of his specialisation. 

(vi) The wholesaler informs retailers of new products and, 
changes in prices, etc. He also advises and assists them in disposal 
of goods, and in their advertising, display and pricing. Retailers get 
the benefit of his specialisation and expertise. 

Because of his functions and valuable services, the wholesaler 
continues to handle the bulk of merchandise. He serves the society 
by providing articles according to trade and choice at a reasonable 
price. He creates similirity and stability in prices. In this way, he 
helps in raising the standard of living of the people. He is the nor¬ 
mal Jink in distribution though efforts have recently been made to 
eliminate him. He is particularly important in case of small and 
scattered manufacturers and retailers. He is often criticised as mere 
order taker who does little to promote sales. Because of the needs 
of large finance and expert management, a wholesale establishment is 
organised generally as a partnership firm or as a joint stock com¬ 
pany. 
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RETAILER 

Th= term‘Retailer’ has been derived from the French word 

'Retailer' which means to ‘cut again’. A re'ailer cuts bulk puichases 
of goods into small lots for the purpose of selling them to ult'mate 
consumers. “Retailing includes all act.vities directly related to he 
sale of goods or services to the ultimate consumer for personal use 
A retailer or retail store is a business enterprise wi tch sells pnmar ly 
to uliimite consumers for personal or non-business use. The re¬ 
tailer stands nearest to the ultimate consumer and is the last ink in 

the chain of distribution. A retailer operates on a small scale in a 

local market selling a wide variety ol goods to ultimate consumers. 
Reiail business needs limited capital. 

A retailer performs important marketing functions ond services 
for consumers: 

(/) He assembles a wide assortment of goods in anticipation of 
demand. He assesses the requirements ot consumers and selects 
goods most suitable to them. He performs both assembling and 
dispersing functions. 

(//) He acts as purchasing agent of consumers and saves them 
from the trouble of buying goods in bulk and storing them. 

(Hi) He offers goods at convenient location, displays them and 
offers choice to consumers. He brings new products to the notice of 
consumers. 

(/v) He advises and educates customers about different types of 
products, their values and uses. He informs them of new products 
and latest fashions. 


(v) He provides .ready supply. Consumers need not place 
orders with several producers and wait for delivery. They can buy 
conveniently and quickly, without the inconvenience and risks of 
storing the goods. 

(v/) Some retailers provide credit and home delivery and after- 
sale services. 


(viz) He transports goods and offers fresh supplies. He sorts 
out and packages goods supplied in loose by the wholesaler. A 
retailer thus acts as a friend, philosopher and guide to his customers. 


(v/77) A retailer stocks a variety of products and thereby pro¬ 
vides a wide choice to consumers. By stocking different brands of 
the same product, he enables the consumers to purchase according to 
their puschasing power. 


A retailer provides services to wholesalers and manufacturers 
also. He provides a selling outlet to them and saves them from the 


1. W. J. Stanton : Fundamentals of Marketing , p. 275. 



4.70 


BUSINESS ORGANISATION AND MANAGBMBNT 


inconvenience and expense of selling in small lots to a large number 
of customers. He keeps them informed of changes in customers' 
habits and preferences. Being nearest to the ultimate consumer, he 
is in the best position to supply accurate and uptodate marketing 
information which helps the manufacturer in adjusting his products 
to the demands of consumers. He also performs the grading function 
and bears risks of changes in prices and physical deterioration of 
goods. 

TYPES OF RETAIL DISTRIBUTION 

Retailers vary in their location, organisation and operation. 
Various types of retailing institutions have been evolved in response 
to the changing conditions. They may be classified as under : 

Retail Houses 


Small Scale Large Scale 


—Departmental 
Stores 


| —Chain Stores or 
| Multiples Shops 

| —One Price 
| Stores 

| —Mail Order 
| Business 

—Cooperative 
Stores 

| —Super Market 
| —Hair Purchase 
Shops 
j —Vending 
| Machines 

SMALL SCALE RETAILING 

Small scale retailing is quite common in India and other deve¬ 
loping countries. Small scale independent retailers account for a 
major part of the total retail business in the world. Small retailing is 
owned and operated by a single person or proprietory concern. 
Small scale retailers enjoy advantages of flexibility, simplicity and 
low operating costs, personal service, direct incentive and local re¬ 
putation. But they suffer from small scale capital, lack of spepiajisa- 
tion and low purchasing power. Small scale retailers who do not 


I 

Mobile Traders 

I 

I —Howkers and 
Pedlers 

| —Cheap Jacks 
I —Market Traders 


| —Street Sellers 
or Pavement 
Dealers 


Fixed Shops 

| —Street Stalls 

I 

—Second-hand 
Dealers 

—General Stores 

—Sp ciality shops 
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have a fixed place of business but move from place to place are 
known as mobile traders or itinerants. They have no fixed l.ne of 
merchandise and are common in perishables, cheap and seasonal 


products, etc. 

Hawkers and pedlars sell from door to door carrying goods 
in carts, on an:mals or on their heads. They deal usually in vegeia- 
bles, fruits, toys, bangles, cosmetics, etc. 


(b) Cheep Jacks hire small shops in residential localities for 
temporary period to sell cheap articles, like bread, eggs, confectio¬ 


nery, etc. 

tel Market Traders sell on weekly or monthly markets held on 
festivals, fairs and week-ends. 1 hey display goods outside closed 


shops. 

M Street Sellers sell on pavements and corners of busy streets. 
They operate near bus stops, railway stations enema halls and other 
public places. They are a common sight in big cities. 

Small scale retailers who ope.ate from a fixed place are known 
as independent or unit stores. They are : («) Street Stall holders are 
smill shops situated in main streets and crossings. They deal m 
low-priced goods, like cosmetics, hosiery and stationery. ,,) Second 
hand dealers deal in used or second hand articles, like books miga- 
zines, utensils, etc. They buy at auctions and from households and 
cater to the needs of low income groups, (iii) General stores : Smill 
independent retail store* are the m^st common retail units. They 
carry a wide assortment of goods and are generally located in resi¬ 
dential areas. They are Also called variety stores or general mer¬ 
chants. They sell to a limited number of customers under personal 
touch, (/v) Speciality shops carry only one line of goods or one type 
of article in a line, e.g., cloth stores, stationery stores, grocery stores, 
etc. Small scale traders are able to survive in competition with large 
retail establishmints due to their following advantages :(1) Maxi¬ 
mum convenience to consumers. (2) personal attention and services, 
(3) free home delivery service, (4) temporary credit, (5) longer shop 
hours, (6) low establishment charges, and (7) greater flexibility. 


LARGE SCALE RETAILING 


With mass production, mass selling has become necessary. Re¬ 
tail establishments have expanded in recent years both horizontally 
and vertically. Large scale retailing brings several economies, such 
as greater buying capacity, large finances, expert management, bene¬ 
fits of bulk buying benefits of mechanisation and automation, maxi* 
mum risk bearing capacity, specialisation and intensive promotion. 
They are of following types : 


DEPARTMENTAL STORES 

A departmental store is a I irge scale retail establishment that 
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sells a wide variety of goods under one roof. It is a large retail 
organisation which has in one building a number of departments each 
specialising in one line of goods. It may be looked upon as a clus¬ 
ter of several shops under one roof operating through common 
owners under one management and control. A departmental store is 
essentially an urban institution located in the heart of a big city, it 
seeks to provide the widest possible range of goods. It is, in fact, a 
complete shopping centre with general, recreational and other facili¬ 
ties or services. It has large turnover and sells mainly to women. 
Centralised management and control, centralised selling, central 
location, large scale promotion, a wide variety of merchandise, public 
services, etc. are the distinctive features of a departmental store. 

Origin and Growth 

The departmental store is an European innovation. It is said 
to have originated in France in the 19th century. The first depart¬ 
mental store *Bon Marche’ was set up in 1852 in Paris followed by 
the LAUVRE in 1855. Departmental stores are now famous in 
England, America and Germany. The world famous store, Sears 
Roebuck of U.S.A. wis set up in 1886. Montgomery Ward, Mar¬ 
shall Field, R.H. Macy of America and Selfridges, Mark and Spen¬ 
cers and Whitclays of Britain are well known departmental stores. 

In India, departmental stores have not been popular. Only a 
few stores such as Army and Navy stores, Evans Fraser, Wachel 
Mola & Co., Aka-bardis, Liidlaw, Roopalaya, Whiteways, Spencers, 
etc. have been set up in big cities. But they are not true departmental 
stores as the te;m is understood in western countries. They are pig¬ 
mies as compared to the giant stores of U.S.A. and Europe. The 
reasons for the slow growth of departmental stores in India are as 
follows : 

(/) Such stores cater to the needs of rich and fashionable custo¬ 
mers. Iu India majority of population is poor and illiterate. 

(ii) They are meant largely for women customers while in India 
shopping is done largely by men. 

(//'/) Their prices are considered to be very h gh. 

(iv) Majority of the population in India lives in small and 
scattered villages. 

In western countries, departmental stores have developed rapid¬ 
ly due to mass production, rapid urbanisation, increasing prosperity, 
modern means of media and women shoppers. 

Organisation and Management 

Being a large enterprise, a departmental store is generally 
organised as a joint stock company. Its overall management lies 
with the board of directors and the chief executive. Under the 
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1 nr managing director, there are sectional managers 

general manager 01 r S' J re | ated departments. Each department 

Uliaded by a departmental manager responsible to the sectional 
minaaer There are several salesmen and clerks m each department. 
A departmental store is usually divided into following sect.ons • 

(/) Merchandising Section responsible for buying and selling 
functions; 

(ii) Publicity Section consisting of advertising store display, 
and sales promotion departments; 

(Hi) Maintenance and service Section looking after the repairs, 
etc. of building and various services provided to customers; 

(iv) Staff Section concerned with the recruitment selection, 
training, etc. of personnel; 

(v) Finance and Accounting Section consisting of cash, statis¬ 
tics, credit, collection and accounts departments; 

(vi) Secretarial Section to look after office correspondence, 
filing and other secretarial work of the company. 


Advantages 


A departmental store has following advantages : 

(i) Convenience of Shopping : Customers can easily buy all their 
requirements in the same building. This saves time and effort as 
they have not to move from one shop to another. Open display, 
fixed prices, self-service, home delivery service and other facilities 
like restaurants, retiring rooms, telephone booths, postal services 
make shopping a pleasure. 

(ii) Free Services : The departmental store offers to its custo¬ 
mers numerous services, like credit, sale on approval basis, home 
delivery, information bureaus, etc. free of cost. 

(iii) Large Turnover : A departmental store attracts large num¬ 
ber of customers due to its central location, wide variety, attractive 
layout, emphasis on quality and service, etc. Operating expenses 
are spread over and the store enjoys the reputation as a ‘Prestigious’ 
Institution*. It enjoys the economies of large scale. 

, i. Economical Buying : A departmental store buys goods in 
, bulk which enables it to buy at low prices. It gets the benefits of ex¬ 
pert buying, discounts, credit and low freight. Expert buyers can 
make a better choice and keep in touch with latest trends. Its finan¬ 
cial strength enables the store to secure special concessions through 
prompt payment. 


< J, V rl l CO l° my J. n Advertising: The store can afford huge sums 
to secure the benefits of expert and scientific advertising. Common 
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advertising and open display attracts customers. One department 
advertises all others and this self-advertising reduces costs. Expert 
salesmen improve window display and make additional sales. 

(vi) Specialisation : Being a large organisation, a departmental 
store can take advantage of d.vision of labour. Use of skilled and 
trained stafF increases efficiency of management. Experts can be 
employed in every department. 

(vii) Financial Strength : A departmental store enjoys credit 
standing and can borrow at economical rates. It has a better capa¬ 
city to sustain losses due to large resources and diversified opera¬ 
tions. 

(viii) Research and Development : There is a greater scope for 
continuous research in marketing methods. This may help in redu¬ 
cing costs and increasing sales. 

Disadvantages 

A departmental store is subject to the following disadvantages : 

(i) Heavy Overheads : Due to extensive buildings, central 
location and free services, the operating expenses are high. It has to 
pay high rents, heavy salaries and incur large expenditure on adver¬ 
tising. 

(ii) Inconvenient Location : The departmental store is generally 
located in the heart of the city far away from the residential areas. A 
vast majority of population has to travel long distances to reach the 
store. The store, therefore, fails to attract customers from outer 
parts of the city. Central location also creates problems of traffic 
congestion and parking. 

(iii) High Prices : Heavy overheads and spoilage results in 
higher prices. A departmental store has to incure heavy cxpendituie 
on the building and on the provision of various services to the con¬ 
sumer. Therefore, the prices charged by the store are higher than 
those charged by small retail shops. Loosing departments have to 
be maintained to attract customers. Due to high prices and heavy ru^b, 
it has a limited appeal. Poor and middle class people do not patro¬ 
nise the store. 

(iv) Lack of Personal Touch and Incentive : Paid salesmen fail 
to give personal attention to the large number of customers that enter 
the store. They may not be courteous and do not take pains to 
satisfy the customer. 

(?) High Risks : A departmental store carries huge stocks in 
one building. This increases risk of loss due to fire, price fluctuations 
and change in fashion. A large amount of goods has to be sold 
«very year at reduced prices. Customers may misuse services and 
displace goods from the shelves. As goods are purchased in bulk, an 
«rror of judgment will involve the firm in great financial loss. 
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(vi) Large capital investment and special abilities are required. 

MULTIPLE SHOPS OR CHAIN STORES 

T ,. mnlrinle shOD is a group of retail scores of same type selling 
• •, Th Thew stores opera e in diff.-rcnt localit.es but under 

similar products 1 h £ j ina2em ent. These stores are 

a single ownership andcentra he ■. ^ , chain slor es’ in U.S.A. 

The W cham “presents a’horizonU. comb,nation of idem,cal stores 
located at different places. 


The main features of chain stores are as follows : 

(/) The store operate in different localities. 

(,y) They are under single ownership and control. 

(///) Every store sells the same type of goods and at similar 
terras and conditions. 

(/„) The store deals in a single line of standardised goods. 

(v) Every store has similar appearance, display and style. 
Prices are also uniform and fixed. 


(vi) Sales are made on cash and carry basis. 

(v/7) Sellina policy and purchases are centralised and individual 
stores have no autonomy of operations. Specialisation, standardisa¬ 
tion and centralisation are thus the essential characteristics ot chain 
stores. Actual sales are decentralised. Chain stores or multiple shops 
may be run by a manufacturer, or by a wholesaler or by a retailer. 


Origin and Growth 

The chain store system developed in U.S.A. where the firs 
chain, Great Atlantic and Pacific Tea Co. was set up in 1859. In 
England, they developed rapidly towards the close of the 19th 
century. R W. Woolworths. Smith and Co , Boots, etc. are famous 
chains in England. In India, chain stores have become popu¬ 
lar to some extent. Bata, D.C.M., Binny, and Usha Sales are some 
examples of such stores in the country. However, they are working 
more or less as sales depots of manufacturers rather than pure chains. 
Growth of population, economies of bulk buying, benefits of specia¬ 
lisation, emphasis on standardised articles, rising cost of living, etc. 

are the factors which have led to a rapid growth of multiple shops. 

*•% 

Organisation and Management 

Multip'e shop system is organised generally as a company. 
The basic policies and overall control lies with the board of directors 
and the general manager. • Under them, there are state or district 
minagers each responsible for the operation of all s ores in a particu¬ 
lar state or district. Each store is headed by a store manager who 
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works with the help of several sales assistants and salesmen Stoi> 
man igers have no control over prices, display and other policy matter. 
He makes sales on cash basis and deposits the proceeds daily in V 
bank. For daily expenses, money is supplied by the head office H* 
has to submit periodic accounts to the central office Goods * 
purchased by the head office and sent to different stores PerioHi 
inspection of different stores is carried out by the head office At th 
head office, there are purchase manager, finance manager staff 
manager, estate manager, chief accountant and a secretary. * 

Advantages 

The multiple shops offer the following advantages : 

(I) Economy in Buying : Multiple shops are able to purchase 
goods at cheaper rates due to centralised buying. They buy directly 
from the manufacturer and can avail of the services of experts 
Centrahsed purchase and large turnover provines economies of large 

j Low Operating Costs : Expenses of chain stores are low 

due to large scale operation, rap.d turnover, absence of free services 
d,v . ,s '°"® f ' ab 1 0ur - elc - As they sell on cash basis, credit expenses 
and bad debt losses are eliminated. They do not incur highrents 

“7,, ad ! erl !^ g expenses or large wastage. Economy has, in fac ’ 
been the backbone of chain store movement. * 

(iii) Quick Turnover : Multiple shops carry goods nearest to 

fofm° nS T' r ' Th 7 “I* s,andardised goods of daily use under un£ 
form conditions and at fixed prices. They are clean, display goods 

a better'll 5 ; a " d ° ffe , r °a Pr ‘- CeS - DUC ‘° 3,1 ,hese reason s 'hey have 
^ J P ? ea L and enjoy rapid sa,es - Little selling effort is 
required due to fixed prices and standard qualities. 

lions rh ) a in a .V 0nal ,ma8e : ° a Ue '° Similar ,a y oul and uniform ope ra¬ 
the 0 ^ t her 3 -. n j Iores c . n -*® y a w >de recognition. Each store advertises 
a. , i d ° nf Slne e adver "S‘ment is sufficient for all the stores 

sh ,ns e " 3rC L? ld at u " iform pricfs in a " ^ a nch shops, multiple 
shops enjoy public confidence. * pc 

diversified Risks : Losses in one store can easily be com- 
profits m others. Depression and disturbances in one 
alleu the entire organisation. Stores can be shifted easily with shifts 

’ n t | Pop " la ' IOn ’ e,C l Unsold s,ock °* one s <ore can be transferred to 

058 3nd damage - Chain s,ore organisation is very 
flexible and there is a great scope for expansion. ’ 

disc ( FmnW CialiS . a,i r° n : Tfcc L s,or 5 s specialise in a limited mereban- 
i i vn" V of experts benefits all the stores. Central selec- 

’ a " d - , c ra ' mng ,edu « s cos,s pf labour. Employees are often paid 
a comimsston on sales due to wh.ch there is sufficient motivation to 
maximise sales* 
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, -x lamination of Middlemen : Chain stores reduce the costs 

o! oS*. 

ages are also available. 

/ -ss\ rnnvpnience * Consumers can buy near their place, 

SSXS&ESffip. ft»n. »-» -i «- 

to standardised goods and fixed prices. 

Disadvantages 

Multiple shops are subject to the following disadvantages : 

„ wsfi-ssy zrstsrsr™ 

t*, hj.ju- .pp~i - 

absence of credit, home delivery and other taulities. 

(II) Lack of Incentive : There is lack of interest and initiative 
on the part of paid employees of the stores They have no autonomy 
and routine selling creates monotony of work. Need for Ircqutnt 
reporting increases paperwork. Local staff feels lar removed t om 
the head 8 office and lacks sense of loyally to the organisation. Sun. 

supervision and control is necessary and there is need for intelligent 

judgment due to centralised buying. 

(iii) Lack of Personal Attention : These stores have to operate 

under uniform conditions and cannot make adjustments to salisly 

local population. 

(iv) Inefficiency : Due to large scale operation, chain stores suffer 
from red tapism, delayed decis : ons, lack of prompt action, etc. Often 
large amount of goods become out of fashion and have to be sold at 
a loss. . 

(v) Competition : These stores face tough competition from in¬ 
dependent and local retail stores. Local people consider them as 
monopoly business and local government may discriminate against 
them. They pose a danger to small and independent retailers. 

(vi) Personnel Problems : Selection, training and control of 
right type of personnel is a very difficult problem in the chain store 
system. Supervision is difficult and dishonesty develops. The capi¬ 
tal investment required for chain stores is quite large. 

Distinction between Multiple Shops and Departmental Stores 

Both are large scale retailing institutions but they differ in 
several respects : 

(i) A departmental store is centrally located and tries to attract 
■customers from wide areas. Multiple shop goes as near to the 
customer as possible. 
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(ii) The multiple shops deal in limited products whereas the 
departmental store deals in a wide variety of goods under one roof. 
The latter aims to provide everything ranging from ‘piu to plane*. 

(Hi) A departmental store offers many free services and em¬ 
phasises convenience and quality. Multiple shops offer no service* 
and put emphasis on economy. 

(/r) The departmental store has higher operating costs and 
sells at a higher price than the multiple shops. 

(v) A departmental store caters largely to well-to-do customers 
who value variety and service. The multiple shop caters more to the 
common man who is ‘price conscious*. 

(»•/) The risks of a departmental store are concentrated at one 
place and it cannot withstand depression in the locality where it is 
situated. Risks of multiple shops are diversified but they find it 
difficult to face depression in the goods they deal in. 

(v/i) The departmental store advertises intensively in a limited 
area. Multiple shops advertise extensively but on a smaller scale. 

(viii) A deparmental store is a vertical extension of retailing 
and combines decentralised buying with centralised selling. Multiple 
shop is a horizontal extension combining centralised purchasing with 
decentralised selling. 

MAIL ORDER HOUSES 

Mail order houses are retail establishments that solicit demand 
and sell standardised goods through mail. It is a method of non-store, 
impersonal and direct selling that eliminates the middlemen. In other 
words, “A retail mail order house is an establishment that receives 
its orders by mail and makes its sales (deliveries) by mail, parcel, 
post express, truck freight.’* 1 It is thus ‘selling through post* for 
the retailer and ‘shopping by post’ for the consumer. There is no 
personal contact between them. 

Origin and Growth 

Mail order business grew in U.S.A. in the last decades of 19th 
century. People residing in remote areas, mainly farmers, were iso¬ 
lated from the main trading centres. Well-known departmental 
stores like the Scars Roebuck, Montgomery Ward & Co., Butler Bro¬ 
thers, etc. opend mail order houses during the last quarter of the 18th 
century. The devc'opment of efficient postal system and communi¬ 
cation, wide-spread literacy, improvement in the techniques of adver¬ 
tising and cataloguing, increased standardisation, etc. have been 
responsible for the growth of mail order houses. 

In India, mail order business has not become very popular due 
to lack of wide-spread illiteracy, effective advertising, defective stan- 

1. Phillips and Duncan : M arketing Principles and Methods , p. 212. 
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postal services in rural areas, low p traderj A mail order house 

or bj * d ">" , "' n '* 1 s,or ' “ by * 

middleman. 


^pllinp Procedure c ,, 

Mail order ho,« *»l^,*, n ^"”“ ^1., SoLr,’ 

they prepare the list ^^"ioed rom motor vehicles, section of 
For this, information is ob a ned , is)s of trade assoc, a- 

police, record* of m “” „ P tr ad e ‘vea- books, etc. After this, adver- 
tions, telephone directory . rs magazines and over the 

tisement is made in *« ad '"S P published. They are sent to 

radio. Catalogues hooklet P , , followed through 

those who make enquiries EnquirKs a^ ^ ^7 of orders goods 

reply cards money back ^edand parcels are sent through 

sssrus^ - 

(/) goods identified by brand name, trade marks, etc.. 

(//) standardised and uniformly graded articles; 

(Hi) products that are not bulky or heavy in relation to their 
value; 

(/,.) goods of common use which enjoy popular demand and 
whose utility is obvious; 

(v) durable products that do not easily perish or get spoiled in 
the course of transit; 

(W) goods that appeal to educated masses and offer enough 


margin; 

(WO goods not requiring demonstration or special skill in hand- 
ling and use. 

Books, drugs, watches, sports articles stationery cosmetics, 
toiletry, and footwear are the usual articles sold through mail. 


Advantages 

Mail order business has following merits : 

(i) Convenience : The customer is able to buy the goods without 
spending his time and money in travelling to the tradirg centre. The 
buyer gets home delivery of goods. He can arrange for delivery 
and payment conveniently. A departmental store can use it to over¬ 
come the disadvantage of central location. 
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(ii) Quality and Low Price : Customers have confidence in 
quality and prices. Goods are often guaranteed and are tdken back 
in case of dis-satisfication. Low operating costs enable a mail order 
nuuse to supply goods at relatively low prices. 

(iii) Low Operating Costs : A mail order house does not re¬ 
quire costly location, well-decorated and furnished premises, large 
stocks, free services or expert salesmen. It can be conducted at any 
place There is direct contact with the customers. Sales are made 
on cash basis and there is no loss of bad debts. Due to all these 
economies costs of operations are low. Middlemen’s costs are also 
eliminated. 

(i?) Wide Variety : Mail order houses deal in a wide variety of 
merchandise and can provide articles not available in local markets. 

(v) Wider Markets : Sales are not limited to local population. 
A mail order house can sell in any part of the country having postal 
services. Distant markets can be exploited economically through 
advertising. Sales can be increased through • ‘guarantee regarding 
quality* and by sending goods on ‘sile or return' basis. 

(vi) Small Investment : Goods can be purchased against orders 
and there is no need to carry large stocks. Mail order business can 
thus be carried on with small capital and small risk. 

(vii) Flexibility of Operations : The methods of sale, the type 
of goods, etc. can be changed easily to suit changing fashions. The 
mailing list can also be adjusted with shifts in population, etc. 


Disadvantages 

A mail order house, however, suffers from the following limita¬ 
tions : 

(it Lack of Personal Contact: Customers do not have the 
opportunity to personally inspect the goods and sat.sfy themselves. 
They cannot compare variety and price. 

(ii) Unnecessary Delay : Customers have to wait for several 
days to get delivery after placing the order. They have to plan 
purchases in advance of needs. There is risk of loss due to damage of 
goods in transit and complaints cannot be solved quickly. 

(iii I Limited Scope: Mail order business is possible only in a 

limited variety of merchandise. Perishable, bulky, fash-onable and 
unstandardised goods cannot be sold through mail. Uneducated 
people and those living in areas without sufficient postal services can 

not be approached. 

(iv) Lack of Services: Customers do not get credit, guidance 
and other services. Great inconvenience is involved when goods 
have to be returned or need repairs. 
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spend a large a ™ ou ° t of u ^ nt c y haDg es in prices, variety, etc. require 

'"ZZ. - • zrssrs. rss srarf 
zgrzs&s i rassrea: 
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of retailing. 

ONE-PRICE SHOPS 

Some chain stores sell ajarge 'vanet; y ^ o^fixed price chain 
price. Such storesare knovvn as P of , ow va , ue that appeal 

stores. They deal in tot moving ' ^ a , 25 parse or one 

to the masses. Sirwt sellers seiiDg Sof such selling on a 
rupee (Har Mai m,1 'f .^""2 Q d f Thistype are popular in England 
smill scale. i? rgc w ®^ u , nrlhs 0 r U S A. for example own a store 
and U.S.A. The Woolworths o cs se ll articles within a price 
almost in every major city. T , kllown popularly as ‘Five 

range of 5 to 10 loca.ed usuaTy in crowded areas inhabi- 

and Ten' stores. They are locateou^ ^ cash and carry basis 

ted by low income gr P • .. j ke y ar e controlled from a 

and all purchases are made centrally, iney ar 

centralised office. 

-SKHsaS.® 

However, such stores do not appeal to the weH-to do consumers 
who so for quality and variety. Standardised goods offer little choice 
and cannot *satisfy different tastes and fashions. They do not provide 
credit! home delivery and other services. Emphasis is on economy 
rather thao quality and service. 

SUPER-MARKETS 


A supermarket is a large retail establishment selling a wide 
variety of goods under one roof and on a self-service basis. It deals 
mostly in food and grocery items on low price appeal. These a f. c 
sometimes supplemented by convenience items and national brands 
with wide asortment and open display. It is organised on depart¬ 
mental basis. It is generally situated at the main shopping centre and 
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provides little services to customers. Goods are kept in open racks. 
The prices and quality are clearly labelled and customer selects the 
goods without salesman's assistance. He carries the selected goods, 
in a wheeled trolley to the exit where price is charged on total pur¬ 
chases. Sales are on cash and carry basis but facilities like restau¬ 
rants, parking, rest rooms, public telephone, etc. are provided. 

“A super-market is thus a departmentalised retail store usually 
handling a variety of merchandise and in which the sale of food, 
much of which is on a self-service basis, plays a major role.*’ 1 It is 
also known as a combination store. It specialises in necessaties and 
convenience goods which have a mass appeal and whicn are low 
priced. 

Sup'r-markcts organiated in U.S.A. during the Great Depres¬ 
sion of 1930. In India, Super-markets, have not developed to much 
extent. ‘Super Bazars’ or ‘Apna Bazais* have been set up in big 
cities. But they have been established on cooperative basis and 
their number is limited. 

Advantages 

The main advantages of super-markets arc as follows : 

(i) Low Price : Super-markets offer goods at a relatively low- 
price due to rapid turnover, low operating costs, large scale buying 
and lower margins Customers have not to pay for credit, delivery 
and salesmen services. 

00 Large Variety : SuDer-markets carry astounding variety, 
larger than even a departmental store. 

Oil) Shopping Convenience : Cummers have full freedom to 
inspect, compare and select goods to their satisfaction. There is no 
pressure of waiting salesmen due to self-service system. 

0v) Low Costs : The operating expenses are low due to large 
turnover, insignificant sales force and limited services. Goods are 
sold on cash and carry basis 

(v) Rapid Turnover : Super-markets enjoy mass appeal. People 
can buy all their food requirements at reasonable price in one build¬ 
ing. Extensive advertising, open display and parking facilities attract 
many customers. . Sales are, therefore, large and quick. 

Disadvantages 

Super-markets have following limitations that restrict their 
growth : 

(i) Heavy Investment : A super-market needs a large building 
in the central shopping centre. Large funds are required for furniture 
and fixture, display, airconditioning, elevators, etc. Large expenditure 
is necessary on advertising, packaging, etc. 

I. Phillips and Duncan : Marketing Principles and Methods , p. 187. 
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/••v T Qrnno • The super market cannot handle commodi- 

ties that requir^personi^e*P 1 *®®|j on Y^ 1 i yj®pg®’|^ t 3 r ’k e '|'| 1 J S not suitable 
fo^smaU‘towns that^eannot prov.de enough turnover to cover 
expenses. 

,...v T .Mr Of Personal \ttention : Customers who value personal 

attention and scrvice^ire not attracted. They aiso do not get cred.t, 

home delivery and other free serv.ces. 

• There is great spoilage, breakage, etc: of goods 
(it) Wastag • & . customers. This reduce* 

due to £Customers mav misuse public fac.lit.ej 

the profits ° , ,h X 1 ,nS : | activities which creates over-crowding and 
noise"in "he Demises. Security staff is needed to prevent steal.ng. 

etc. 

, \ Need for Fxpert Management : The Super market requires 

„ P ’£ 7.c=~r«i™> '“ ds “ ““““ 

overheads. 

CONSUMERS’ COOPERATIVE STORES 

The principles of cooperatives have been applied to the distri¬ 
bution of goods among ultimate consumers. Consumers form a 
ononerativeSociety that runs retail stores to supply to its members 
ratherthan for maximising profits. It purchases in bu!k from manu- 
facturers or wholesalers. 

The main features of cooperative stores are : 


(i) Open and voluntary membership; 

07) Service motive and use of profits for community develop- 
ment; 

(///) Owned and managed by members themselves; 

(iv) Elimination of middlemen; 

(v'i Cash sales; 

(w) Democratic control or one member one vote; 

(v/7) Limited laibility of members; 

(vi/0 Limited interest on capital and equitable division of 
surplus; 

(/x) Compulsory registration and audit of accounts; 

(x) Emphasis on moral development; and 
(xi) Local area of operations. 


Consumers’ cooperative stores originated in England where 
some 28 weavers of Rochdale established the Rochdale Equitable 
Pioneers Society in 1844 with a capita] of 28 pounds. Since then 
the cooperative movement has developed very fast in America, Europe 
and other countries. In India, consumers’ cooperation has achieved 
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a limited success. Besides primary consumers* stores, wholesale con¬ 
sumers* stores, state cooperative consumers* federations and National 
Cooperative Consumers’ Federations have been set up. 

Advantages 

Consumers’ cooperative stores have following advantages : 

(i) Economical Buying : The stores purchase in bulk directly 
from producers. They are, therefore, able to buy at most reasonable 
prices. 

(ii) Consumers* Protection : The stores protect consumers 
from the exploitation and malpractices of traders. They get pure 
quality and unadulterated goods. They are assured of a steady 
supply of essential commodities according to their requirements. 

(iii) Fair Prices : They supply goods at the lowest possible 
prices due to economical buying, elimination of middlemen profits, 
and low operating costs. There is no need for advertising, decorative 
shop, central location, etc. 

(iv) Low Costs : Cash silcs eliminate credit expenses and bad 
debt losses. Honorary management by members, lack of advertising, 
guaranteed sales, simple organisation, etc. enable the stores to 
operate at minimum costs. They eliminate the middlemen. 

(v) State Patronage : Cooperative stores are exempt from the 
payment of taxes. They also enjoy assistance from the Government. 

(vi) Special Benefits : The stores promote the spirit of mutual 
help and encourage habit of thrift and savings. They provide 
education in democracy and community life. They help the weaker 
sections of society to live with dignity and confidence. Consumers’ 
cooperative stores help in controlling prices. 

Disadvantages 

The limited success of consumers’ cooperative stores is due to 
their following limitations : 

(i) Uneconomic Size : Most of the stores are too small to operate 
economically. They are weak and their membership is very limited. 

(iij Shortage of Funds : The stores generally lack sufficient 
capital as membership is limited and most of the members are poor. 
There is little scope for expansion and growth. 

(iii) Inefficient Management : Due to the paucity of funds, the 
stores cannot employ expert and trained staff. They depend largely 
on honorary service due to which their management tends to be 
inefficient. There is lack of specialisation. Such stores have to face 
strong opposition from private traders. 

(iv) Lack of Incentive : The paid staff of the stores lack 
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initiative and incentive Slate paironage and fixed customers create 
slackness and inefficiency. 

, , rtf Mpirhrr • Most of the members are not loyal 

(v) of ™ patrionise them regularly. Such stores are 

to the stores and do_ ? P^, ions ant] frauds by the officebearers, 

often the victims of m p leaders, cooperative societies 

In absence o devoted and selfies^ ^ ^^ consu _ 

hate not m * d a e . i r V g P 'f 0 ^ s have not made satisfactory progress in India, 
mers cooperative stor * s . , s There is need to improve the 

Most of them are running.nm losses^ ^ ^ ^ ln P country 

working of existing f th h us j n essmen and traders are not well- 

known^for their^onesty and inregrity, there is considerate scope for 

consumers' cooperatives. 

hire-purchse and instalment trading houses 

Under the instalment-retailing system, the buyer gets the posses- 
!?£££ 'A't thaMimJ: he fysT plrt of 

(/) Hire-purchase trading, and 

(//) Instalment purchase transactions. 

Under both types of trading, the purchaser starts using the 
article and pays the price in instalments. But the two d.ffer in 
several respects : 

(i) Under the hire-purchase system, the buyer does not become 
the owner of the goods until the final payment. Goods are in his 
possession but on hire till then. In case of instalment system the 
buyer acquires both ownership and possession as soon as the contract 
is made. 

(it) Under the hire-purchase system, the seller is entitled to take 
back the goods if the buyer fails to make payment of instalments 
when due. In case of instalment system, the seller has no right to 

recover the goods but can only sue for the payment. 

(Hi) Thus hire-purchase is a conditional sale while instalment 
purchase is an outright sale. In essence, hire-purchase is not a sale 
but ah option to buy on payment of lull price. In instalment sale, 
only payment is deferred. 

Articles Suitable for Hire-Purchasing Selling 


All articles are not suitable for selling through the hire-purchase 
system. The articles of hire-purchase trading must possess the follow¬ 
ing characteristics: 

1. The article must have a life much longer than the period 
over which the instalments are spread; 
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2. The price of the article must be sufficiently high to justify its 
purchase on hire-purchase basis; 

3. The demand for the article should not be subject to sudden 
changes in fashion; 

4 The article must be a standardised one so that it can be 
easily resold, if the buyer defaults in payment; 

5 The article must be easily distinguishable and easily re¬ 
movable if there is default on the part of the buyer. 

Following are the essentials of successful! hire-purchase trading : 

Goods to be sold should be chosen carefully as all types of 
goods are not suitable for such trading. Goods must be of high 
nrjce durable, standardised, with a steady demand and easily identi¬ 
fied The commodities which possess these qualities are television 
sets’ refrigerators, cars, scooters, fans, sewing machines, furniture, 
type-writers, radios, office equipment, etc. 

(,n Customers should be sele . ted care'ully to minimise bad debt 
losses. People with fixed and regular incomes are desirable. 

(Hi) The period of pav ment and the number of instalments 
should be such that full payment is received before the article be- 
comes obsolete. 

(/v) Articles should be insured against fire, theft, etc. 

Advantages 

Hire-purchase trading has become popular as it offers the 
following advantages : 

j) People with limited means are able to buy and enjoy costly 
items without undue burden. They can pay for them easily'out of 
future income. Free repairs are available until the last instalment. 
The consumer can get himself freed from the product at a small cost 
in case of unsuitability of product. There is an improvement in the 
standard of living. 

(tf) It encourages the habit of thr.fi and saving. People are 
forced to save to make payment of instalments regularly. 

(M) Small and medium entrepreneur, can PU^h^ machmery 
and need not delay production lor want of funds. The buyer can 
increase his income by purchasing vehicles, machinery, etc. on hire 
purchase basis. 

(iv) Sellers can increase their turnover by attracting customers 
for luxury goods. They also get interest on unpaid instalments. Such 
consume/credit facilitates mass consumption and mass production. 

(v) Well-to-do persons can invest in more profitable secqrities 
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than in consumption by purchasing consumer durables on hire- 
purchases basis. 

, -X Th*» crller can increase his goodwill and can create perma- 
nen. Siln^o expand his business. He^can .obtain loans agamst 

debf^owes'as goods^catT be taken back in case of a default in 
payment by the buyer. 

Hire-purchase business also helps to raise employment, nalton- 
al income and general standard of living. 


Disadvantages 

The main drawbacks of hire-purchase system are as follows : 

(/) It encourages prodigal expenditure. People with small 
means are stimulated to purchase commodities which they can not 
afford. Compulsory savings may create serious financial problems to 
them He may mortgage his future income to an unhealthy extent. 

(ii) Prices under hire-purchase arc generally higher as the 
buyer has to piy interest also. The seller also adds collection 
charges, bad debt losses, etc. to the price. 

(Hi) Sellers have to bear high risks and losses. In case of 
default in payment, the seller has to incur legal expenses to recover 
. * * ooods. Such litigation affects his goodwill. Moreover, lecovcred 
'* have to be sold at reduced prices. Clerical cost and mental 
ten 5 *- on is increased. 

(/v) Seller has to invest large capital in hire-purchase business. 

(v) By anticipating futu e trade, it accentuates trade cycles. 


* in order to solve the problems of finance and bad debt losses, 
hire-purchase finance companies have been set up in recent years. 
These companies enter into an agreement with the buyer under which 
they sgree to pay instalments on his behalf. When the proposal is 
approved by the seller, goods are delivered after initial payment. The 
seller receives instalments from the finance company which steps into 
his shoes. In other words, it becomes entitled to receive payment 
from the buyer. Incase of default, the company can recover back 
the goods. Banks a/so finance hire-purchase business. In some 
cases, the seller may draw a bill or exchange on the hirer and may 
discount the same with banks and other agencies. 


This system of hire-purchase finance is a boon to the small 
traders. But finance companies finance only safe cust< mers and the 
trade is not relieved of the risks fully. The companies may also ex¬ 
ploit the buyer which brings a bad name to the seller. 


VENDING MACHINES 


Vending machine is a coin-operated machine used as a com¬ 
plementary form of retailing. The buyer inserts the coin or a token 
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into the machine and receives the goods from the machine. It is the 
latest development in the field of large scale retailing. Vending 
machines are used to sell prepacked and branded products of mass 
consumption, e.g., soft drinks, milk, cigarettes, tickets, hot beverages, 
etc. The goods should be low in value, small and uniform in size 
and weight. 

The initial cost or investment is quite high. Maintenance and 
repaire expenses have to be made regularly. Consumers do not get 
the opportunity to feci or see the product before buying and there 
is no provision for the return of unwanted goods. Special types of 
packaging has to be done to suite the machine. The machine must 
be attractive in appearance and reliable in operation. In India, auto¬ 
vending machines are being used by the Mother Dairy for selling 
milk, by weighing machines for persons and for selling hot coffee, 
platform tickets, etc. 

ELIMINATION OF MIDDLEMEN 

Middlemen occupy a key position in the marketing of goods 
and services. But in recent years, a great deal of controversy has 
developed regarding their usefulness in the field of marketing today. 
They are being increas ngly criticised and efforts have been made to 
eliminate them. Departmental stores, chain stores, mail order busi¬ 
ness are a few examples of such attempts. On the other hand, some 
people strongly contend for their retention. The two viewpoints may 
be summed up as follows : 

Case for Middlemen 

Those who support middlemen give the following arguments : 

O’) Middlemen perform several marketing functions efficiently 
and economically. They extend credit, assume risks, match supply 
with demand, finance assembling and distribution of goods and help 
producers and retailers in several ways. They help to remove the 
hurdles of time, place, person and knowledge. In the words of 
Stanton, “A middleman renders services in connection with the pur¬ 
chase and sale of products as they move from producer to consumer? 
either he takes title to the merchandise or actively negotiates the 
transfer of title.” 1 He thus simplifies the essential marketing processes 
of concentration, dispersion and equalisation. 

Vi) By taking over the distribution function, middlemen, en¬ 
able manufacturers to concentrate on production. Such specialisation 
of functions increases efficiency and reduces costs. Modern market¬ 
ing is too complex to be combined easily with manufacturing. 

(Hi) Middlemen are better equipped and trained to perform the 
marketing functions than the producer. Producers find it incon¬ 
venient and uneconomical to sell to widely scattered consumers in 

1. W J. Stanton : Fundamentals of Marketing , p. 271. 
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small quantities. They generally lack the necessary funds and abi- 
lity for direct selling. Middlemen have wide contacts and specialised 
experience for this purpose. 

//v) In the absence of middlemen, it would be very inconvenient 
for the consumers to obtain goods of different variety from different 
producers. “So long as the producer finds it more economical to 
devote his major attention to producing aad to delegate to the spe¬ 
cialised marketing agencies the task of selling the goods, so long as 
the ultimate u<er fiais it more convenient and economical to supply 
his wants by pitronising the retailers for instance, rather than by 
seeking out and buying from the original producer, we should expect 
to find the services of the so called middlemen greatly appreciated.” 1 

(v) Individual producers with small marketable surplus espe¬ 
cially in case of agricultural production find it more economical to 
depend on middlemen. In some cases, prevailing trade customs may 
' make it essential to use the services of middlemen. 

Case Against Middlemen 

Those who advocate the elimination of middlemen put forth 
following arguments: 

(/) Middlemen increase prices to the ultimate consumer as they 
charge heavy commissions and manipulate prices to their advantage 
There are too many middlemen intervening between producers and 
consumers and almost half of the final price is made up of their pro¬ 
fits. They are social parasites thriving at the cost of the consumer, 
and their elimination will reduce prices. 

(it) Most of the middlemen do not make a contribution to the 
usefulness of goods. They act as mere transfer agents prolonging the 
chain of distribution. They are largely superfluous and their elimina¬ 
tion will result in speedy and economical flow of goods. 

(Hi) Middlemen do not bear the producers’ risks arising from 
strikes, lockouts, depressions, changes in fashion, etc. They do Dot 
promote sales but take advantage of adverse conditions. “The 
manufacturer who has surrendered his eyes to the merchant is rather 
in the position of a passenger in an aeroplane relieved of the sense of 
responsibility for immediate decisions but not of the ultimate risk of 
being deposited on the ground.” 2 

(iv) In the absence of middlemen the manufacturer can have a 
closer contact with the ultimate consumer and can better judge his 
requirements. 

(v) With improvements in the techniques of marketing, a manu¬ 
facturer can sell directly to his consumers easily and economically. 

It appears that both the view-points are based on erroneous 

1. J.M. Pyle : Marketing Principles, p. 86. 

2. S. Robertson : Control of Industry, p. 37. 
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assumptions and-seem to be exaggerated. . The advocates of middle¬ 
men assume that there is no scope for reduction in the number of 
middlemen. But there is certainly scope for combining certain inter¬ 
mediaries. 7 Middlemen as a class cannot be reUminated but *muliiple 
•links oan be intergated to reduce - costs. Direct selling ; may not 
< always be inconvenient and uneconomical. 

The opponents of middlemen wrongly believe that by elimina¬ 
ting middlemen prices can certainly be reduced. “Much of the argu¬ 
ment for eliminating middlemen arises from the false notion that the 
fewer the distinct agencies that .handle a product the more quickly, 
efficiently .and cheaply it can be delivered to the consumers." 1 

Marketing functions are essential and must ■ be performed by 
some body. 'By eliminating middlemen, • their functions cannotbe 
•eliminated. They are merely shifted to the producer or the consumer. 
These two cannot perform the functions as efficiently and economi¬ 
cally as the specialised middlemen. Their elimination may, therefore, 
increase rather than reduce prices to the ultimate consumer. **When 
a middlemen is eliminated from the • channel, it is only when the 
necessary services formerly rendered by him can be performed .more 
economically by whoever .assumes responsibility for them that the 
costs 6f marketing can ’ be decreased.” 2 The real issue is; therefore, 
finding the agencies who can perform marketing functions moreeffi* 
ciently than the middlemen.; The process of distribution has become 
so complex/'that’it'is no longer possible for the producer tolmder- 
takfe fully the task of marketing. 

Under the modern competitive system no business that is ineffi¬ 
cient and' 1 unnecessary • can survive for long. 'The very Tact that 
middlemen I have been operating Tor centuries is a primafabieev i- 
'dence^Of their usefulness?. ”Even when the cost ofr marketing, is shown 
to be greater for marketing certain products* iniwhich the uni/nber of 
- middlemen ip/large, the case ^gaiust middlemen i*<DOt proved. For 
. ei^jnplcj in frjuits trade:in$pite of the ..marketing costs beipg high, at 
• least four ^successive middle men-commission agents, auction compa- 
.nies, wholesalers and retailers have been found to be practically.mdis- 
, peasENe.*' 3 (It is true .that the society wpuld be . better, off ir ihe 
. costs,of middlemen were olvmjnatcd. ^But I he. costs of t middlemen’s 
services may rise if the producer were to, perform, these services. 

„However„ in some cases.there is apipie scope for.^he, rationali¬ 
sation of Vae. (distribution. process. What: required in.such rationa¬ 
lisation is to improve the efficiency of certain middlenten ^Othat 
costs of marketing can be reduced. 

j /Tihus, it is ndiher, easy nor pec^s^ry, tp j fi^ni|ix^|c ; .the ? Biiddle- 
men completely. What is required is to reduce the number of middle- 
J men. tfd^tiorease ^heit 4 tflftiency add ‘to^fegulkte i'thft^adtivitiei to 

1. F. E. Clark : Principles of Marketing , p. 227. 

2. Maynard & Beckman : Principfes'ifM&keiing,'p\'22T. " r ' 

3. F.E. Clark : Principles of Marketing, p. 605. 
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,.,«fSfiP WS . Complicated to eliminate the retailer. 

Modern tflarketfffg R 1 m ade in .praotice to *li mutate the 

All efforts have, therefore, bee ^ and . does; perform marketing 
-wholesaler. ® u ‘ a l f ' c “| ri |y or at ..tower costthan other agencies, 
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MAIN references 

Phillips and Duncan : Marketing Principle s and Me,hade. 
w J. Stanton : Fundamentals of Marketing. 

R.H. Burshirk : Principles of Marketing. 

F.E. Clark : Principles of Marketing. 

J.M. Pyle : Marketing Principles. 


UNIVERSITY QUESTIONS 


L'Chat is a channel of distribution? Classify the different channels used 

,n m °2 ef Describe the functions performed by wholesalers. Can 
ted ? 

3. Classify various middlemen who intervene between manufacturers and 
consumers. Point out the reasons for their existence. 

• 4. Define and differentiate between Departmental Stores Super Markets 
and Multiple Shops. Examine the usefulness of each. (Delhi. 1903, vpu) 

5. Compare the advantages and disadvantages of Departmental Stores and 

Chain Stores. " < Delhl » 1976) 

6. Under what circumstances is the mail order business useful ? Account 

for the growth of mail order houses in recent years. (Udaipur, 1975) 


7. What different channels of distribution wo ild you select for consumer 
goods ? Explain the factors involved in choosing a channel of distribution. 

8. ‘ There are too many middlemen." Do you agree 7 Describe the 
attempts made to eliminate middlemen. 
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9. 

goods, 
tion ? 

10 . 

Indicate 

11 . 


Discuss the importance of channels of distribution in the marketing of 
What factors will you consider in selecting a suitable channel of distribu- 

(Delhi, 1978> 

Examine the importance of consumers' cooperative 
the nature of the problems of operating such stores. 

Write short notes on : 

(a) Hire purchase system. 

(b) Auto vending machine. 

(c) Fair price shops. 

(d) Super market. 


stores in India. 
(Delhi, 1969) 
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Salesmanship and Advertising 


Selling is the heart of marketing but in order to make sales.it 
is necessary to create demand. The best product cannot ^11 until 
it is brought to the notice of prospect.ve buyers and unless they are 
motivated to buy it. Creation of demand through information and 
persuation is known as ‘Promotion’ in marketing. It has been 
defined by the American Marketing Association as the personal or 
impersonal process of assisting and/or persuading a prospective 
custmer to buy a commodity or service or to act favourably upon 
an idea that has commercial significance to the seller . Promotion 
is thus any personal or impersonal communication designed to induce 
people to patronise the seller. It is persuasive communication. Mass 
production and increasing competition has made it essential to 
promote sales in a planned and efficient manner. Promotion is a very 
important element in the marketing mix. To attract customers, a 
firm must have a good promotional program. Promotion thus in¬ 
cludes all special efforts made to stimulate a desire for goods with the 
ultimate objective of sale at a profit. Demand is largely dormant 
and needs to be awakened and stimulated. 

Promotion aims at the following : 


* (i) to inform people of the availability of products so that 
they need not search out for them; 

(«) to remind them of the continued existence of new and 
improved products; 

(Hi) to stimulate demand by explaining special features cf 
products; 

(/V) to educate customers in the right use of product ; and 

(v) to create a favourable image of the firm and its pc 1 ; es. 

The ultimate aim of all promotion is to increase the sales and 
to modify the pattern of demand. 
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There are mainly three methods of promoting sales : 

(i) Salesmanship or personal selling; 

(ii) Advertising; and 

(i/i) Sales promotion. 

SALESMANSHIP OR PERSONAL SELLING 

Personal selling is the oldest and the most common method of 
selling. It involves direct and personal contact of the seller or his 
representative with the prospective buyer. It is face-to-face and oral 
communication with potential customers for the purpose of presuad- 
ing them to buy certain goods and services which will provide lasting 
satisfaction. It is “the art of so presenting an offering' that the 
prospect appreciates the need for it and that a mutually satisfactory 
sale follows.*’ 1 The true objective of salesmanship is not to trap the 
customer to buy goods which he may not need or cannot afford. It 
is rather to give maximum possible satisfaction to consumers and 
thereby build up permanent demand. Salesmanship is. therefore, 
the process whereby the seller ascertains and stimulates the wants of 
the buyer and makes sales to the mutual and continuous advantage, 
of both. It is the art of persuasion. It is a method of arriving at a 
common point of view with the customer. Salesmanship is, therefore, 
a process of creating buyer's confidence in the seller and his goods so 
as to win permanent customers. It is not the mechanical process of 
handing out goods to consumers but to help them improve their 
standard of living by persuading them to buy products with lasting 
satisfactions. It is tne art of influencing people and of assisting them 
in the satisfaction of their wants. It is based on the principles of 
psychology and economics. The former helps in having good relations 
with customers and the latter in providing them products at economi¬ 
cal costs. 

Salesmanship miy take several forms, such as : 

(/) door-to-door selling, 

(ii) across-the-coun;er selling; 

(i/7) salesmen employed by wholesalers to call upon retailers; 

(iv) salesmen employed by manufacturers to call upon 
wholesalers; 

(v) technical salesmen who call upon industrial bujers and 
offer advice to them; and 

(v/) executives calling upon important customers. 

Importance 

Salesmanship is almost an indispensable technique of selling. 
Salesmanship is creative as it seeks to find out the bidden needs of 
consumers and to convert them into wants. As a process of creating 
demand,'it greatly affects the success or failure of a business firm.! Its 
importance is reflected in the universal use of salesmen: in it he distil*' 
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existing products.. He e educates them in getting better service 
their ne:ds and incomes. H . ucts . He guides them in sp.nd 

and satisfaction from pure P. tQ der j ve maximum possible satis^ 
ing their money m such a y ac he | ps t o raise the standard 

faction from it. In this *; ay ’ 15 $ by advising business buyers 

of living of the consumers He serves y 
on advertising,.stores display, etc. 

producers and dealers. Tyy thus reducing costs and 

They bring higher and more rapid turn^ ^ $ca|e and regular de- 
risks and increasing profits. y g roduCt j 0 n possib.e. They 

mand salesmen of the community. They 

expand employment and increase tne continuous sales, 

explore and cultivate new markets and ou y interprelinfi the 
They provide marketing b . used to redress grievances 

sentiments of consumers. ^ . crcd jt- W orthincss and collect 

undertake after-sales service, le ‘ e ™ "V minimises loss of business 

payments, B V “XvbuS^I’patZble wrporate image which 
to competitors They build^ P and pro duc.icn, salesman- 

.octaty. 

A, . method of promotion, latemmsl.ip » 
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deliver the goods to consumers and collect payments from ' 

A salesman can more effectively convince be 

grin acceptance to new products more easily Me > 
directed to specific persons Urns minimising the waste involved 
appealing to all and sundry. 'Personal selling n like al '“ n ' cr 
shoots the particular prey while advertising is like a fisherman who 

casts his net into water in the hop; that some fish will bite it without 
knowing whether anyone is interested in the bile or not. > 

Salesmanship is essential to convert the effect of advertising into 
sale. Advertising can only bring customers, personal selling is the only 
method that can do an entire selling job. Many useful products might 
not have seen the light of the day but for the untiring ettorts oi 
salesmen. King Gillette, for example, took five years to sell his hist 


4.96 


BUSINESS ORGANISATION AND MANAGEMENT 


seven safety razors. 

Salesmanship is thus the lubricant that helps in the smooth and 
steady running of the wheels of production and distribution. Sales¬ 
men increase the volume of production and employment in the 
economy. They help in raising the standard of living of a society. 
They help minimise price fluctuations and trade cycles by creating 
equilibrium between demand and supply. However, the costs invol¬ 
ved in salesmanship are comparatively high. Great time aod expense 
is involved in the creation and management of an efficient sales-force. 

Steps in Personal Selling 

Salesmanship is essentially an art of persuation consisting of 
the following steps : 

(i) Prospecting : The first step is to search out prospective 
buyers. This is known as prospecting. Potential customers can be 
spotted through observation and inquiry and by consulting dealers, 
etc. located prospects must be qualified /.£., they must have the need, 
ability to purchase, authority to buy and they must be accessible to 
the salesman. 

(ii) Presale Preparation : Before calling on the buyers, the sales¬ 
man should fully learn the needs, habits, motives, etc. of prospective 
customers. Presale preparation or preapproach helps in selecting 
the proper sales appeal. Many sales have been lost because salesmen 
have been too eager to impress the customer. The salesman must be 
familiar with the product, the market, the organisation, the selling 
techniques and the buying motives and behaviour of prospects. 

(iii) Gain Attention : A salesman should then approach the 
customers to secure his attention. He presents the article to the 
consumer. He must make the customer feel that he has his undivided 
attention. He should greet him with a smiling face and make him 
feel at home. In case he is busy with some customer, he should 
greet him and should assure that he would be attended very soon. 
He has to be very careful in his approach as the first impression is 
the last impression. By his approach, the salesman can build up or 
break down resistance. He should be confident in his talk, well 
groomed and graceful in his manners. He may draw attention by 
exchanging pleasantries, calling him by name, appreciating his dress, 
etc. 

(i?) Arouse Interest: Once the attention of the prospect has 
been drawn, he should be made interested in the product, hor this, 
he should assess the customer's need, learn what he wants and 
present the article, display and demonstrate it, explain its merits and 

offer suggestions. He may use catalogues, brochures, samples, etc. 

with proper appeals. Inierest can be created through the human 
touch and by listening carefully what the customer says. He should 
not be in a hurry to talk about the product. 
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/.) Create Desire : Once the interest is created, the customer 
will put forth questions and doubts. At this stage, the salesman 

Thould convert the latent interest into des.re through tact and 

oatience The customer should be made to realise the suitability of 
goods. The salesman may create an impulsive urge jopossess the 
article bv appealing to the human instincts, e.g , Air India uses our 

cuttlery. y The salesman should explain how the product will satisfy 

the want and should demonstrate it properly. 

(vi) Convince the Prospect: A sale cannot be achieved simply 
bv creating desire. A prospect desires so many things but has to 
choose as his means are limited. The sa'esmati sl.ould convmce him 
that bv purchasing the product he is making the best Use ot i 
m >ney. P He can demonstrate and explain the product and give! proof 
of its quality, e.g., trying to break the glass. He should clear all 
doubts and objections without entering into controversy with the 
customer. Persuasion, testimonials, guarantee, discount, variety, are 
common means of winning hesitant buyers. The salesman should try 
not merely to impel the customer to action but to satisfy him. T he cus¬ 
tomer should feel that he is making his own choice and the salesman 
is taking all possible pains to satisfy him. Salesman should not hesi¬ 
tate to show plenty of goods and should involve the customer in pre- 
sentation and explanation of the product. He should not be in a hurry 
and should explain the quality and uses of the product wuh proper 
suggestions. Sometimes, customers raise unfounded objections and 
make excuses. The salesman should not be offended as ‘the customer 
is always right*. Objections regarding price should be met by explain¬ 
ing the superiority of the product and by showing cheaper varieties. 
‘It is not what I exactly want* objection can be met by presenting 
different varieties, If after meeting all objections, the customers does 
not buy, he should let him go without losing temper. 


(vii) Close the Sale : Completing the sale seems to be an easy 
job but sales may break down at this stage due to inappropriate 
handling. The salesman should not force the deal but let the custo¬ 
mer feel that he has made the final decision. He should guide the 
customer in making choice but should not impose his own views. 
Some adjustment in price, assurance of good service, etc. help in 
overcoming hesistant buyers. The salesman should show the same 
interest which he exhibited in the first encounter. He should assure 
the customer he has made the right choice. Sale should be closed in 
a cordial manner so that the cusiomer feels inclined to visit the shop 
again. In closing the sale, the article should be packed properly and 
handed over to the customer with speed and accuracy. 


(viii) Additional Sale : The salesman should suggest and show 
the related merchandise if the customer feels inclined. Additional 
selling requires great skill and tact. It is not objectionable if the 
salesman suggests articles which are useful to the customer. For 
example, he may suggest ties, socks, handkerchiefs, vests, etc. to a 
customer purchasing a shirt. 
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The various step; in personal selling may b£>suromed up'in'the 
phrase AIDCAM io which A stands for capture attemionj I for hold 
interest, D for arouse desire, C for convince customer, A for obtain 
action and M for mere sales. 

Essentials of Effective Sa'esmaoship 

Success in personal selling depends upon the salesmen and the 
framework in which they work. A good salesman has to be know¬ 
ledgeable and should possess certain personal qualities. His effective¬ 
ness then depends upon the sales organisation-and management of 
the firm. 

To be effective, a salesman should have knowledge of the 
foilwing : 

(i) Knowledge of Self: The overall personality of the • salesman 
is his most important asset. To make the best use of his personality, 
a salesman must be fully aware of his strength and weaknesses. He • 
must analyse his traits in relation to his job requirements. He should - 
constantly overcome his weaknesses through training and experience • 
and continuous self-assessment. 

(/'/) Knowledge of Products : The salesman should have detailed 
knowledge of the features, uses, technicality, cost, price, etc. of the 
product. He cannot meet customer's objections, doubts and ques¬ 
tions without this knowledge. H: should also have full knowledge of 
competitive products to prove the superiority of his own product. 
Such knowledge provides selling points and helps the salesman to 
build a sulestalk that can put value in the customer’s mind. 

(///) Knowledge of the Firm : A good salesman is an ambassa¬ 
dor of his employer. He shou’d be fully conversant with the history, 
policies, capacity and structure of his company. 

(n ) Knowledge of the Market : Salesmanship is the art of per¬ 
suasion. In order to peruadc. a salesman must select right appeal and 
Vapproach. For this, he should have thoiough knowledge of the habits. 
Weds and n olives of 1 i; customers. 

/ (a) Types of Customers : Customers vary in their age, sex, 

income, education, etc. They may be rational or irrational, sensitive 
or aggressive, silent or talkative, suspicious or ignorant, impatient'or 
hesistant. indecisive or reserved, argumentive or submissive, coopera- 
li/e or rude, s raight-forward or conceited. Different sales approach 
is needed to deal effectively with different types of customers. Un¬ 
decided and sensitive customers need gentleness and sympatny. 
Talkative and inquisitive comers require brevity and selMcontrol. 
Preservance and convincing manners are needed to deal witn trying 
customers. Thus every customer is a class unto himselt and sno 1 
be handled properly. 

(6) Buying Motives : The factors that urge or impel peopled. 
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(а) pay undivided attention to the customer, 

(б) understand him fully and take interest in his satisfaction; 

(C ) advise and assist him in selec.ing suitable goods; 

Id) aim to sell satisfaction rather than a particular product; 

M insubordinate to the consumer and don't be impatient w.tfc 
ignorant customers; and 

(f) serve the customer in the best possible manner as service is 
the foundation of effective selling. 

f /^tJA^ITlES OF A GOOD SALESMAN . 

U^njC is an art and a salesman must have, qualities of head 
and heart to perform it successfully. He should possess the following 
attributes : 


1. Physical Attributes 

(a) Sound Health : A salesman must have sturdy physique as 
his job is arduous. He should be free from disease and disabilities 
of all types. He should have capacity for bard work, a good stamina 
and sufficient tolerance. 


(b) Pleasing Personality : A salesman should have neat appear¬ 
ance, clear voice and refined tastes. The Chinese dictum “one wh<> 
owns a store must have a smiling face*’ indicates the importance ot 
personality. Only a well-dressed and well-groomed salesman can 
create good impression on the customers. 


2. ' Mental Attributes ^ 

A good salesman must have a high degree of intelligence, 
initiative and imagination. He needs balanced judgement, keen 
foresight and enthusiasm or ambition. He should have poise which 
is the result of. self-confidence, experience and knowledge. Poise 
inspires confidence of the-customer and wins his sympathy. He 
also needs to be alert, tactful, courageous and patient. Open mind, 
emotional stability, determination and good memory are other 
important mental attributes. He should have presence of mind„ 
common sense and a selling disposition. 
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3. • Social Attributes 

A salesman has to deal with customers of different class, creed 
and behaviour. He should, therefore, have a liking for people; a 
cheerful attitude, courtesy, a sense of humour, conversational ability 
and an objective mind. He should not be self centred but should be 
a good listner and sociable. He should be a man of sound character 
and honest. He should be sincere to his work, true to his words and 
punctual. He should be loyal to the firm and dependable to his 
customers. 

4 . Vocational Attributes 

Salesmanship is a skilled job and a good salesman must have 
aptitude for his vocation. He should be enthusiastic to do his work 
and well versed in his job. He needs proper training in selling and 
leadership qualities. He should have a disciplined mind and a 
vocational heart to deal wj^^cusyjtjners successfully. 

OF SALESMEN^ 

^etesrnin^ettn be classified on different basis. On the basis of 
Tvhat they sell, salesmen are of following types : 

(/) Tangible Salesmen who sell products that can be seen and 
tested; or 

(//) Intangible Salesmen who sell services. They are employed 
by banks, insurance companies, theatres, etc. 

Salesmen who seek to introduce a new product or a new brand 
into the market and create demand for it are known as Creative or 
pioneer Salesmen . On the other hand, Service Salesmen sell products 
which already have a market. 

Another method of classifying salesmen is on the basis of their 
employer. 

(0 Manufacturer's Salesmen : They sell goods to wholesalers, 
retailers and industrial buyers. Such salesmen or Sales Representa¬ 
tives deal in limited merchandise. SaL-smen who sell new products 
arc called pioneer salesmen , while those supplying existing products 
to dealers are known as dealer service salesmen. Salesmen who advise 
customers on advertsing, sales display, etc. are called promotional or 
merchandising salesmen. Salesmen selling a limited line, such as office 
equipment, industrial machines, etc. are known as Speciality Salesmen . 
They sell products of high value vyhich require technical skills in hand¬ 
ling and use. They also instal thc-product at the customer’s place. 

(Hi) Wholesaler's Salesmen : They sell goods to retailers and 
industrial buyer*. They sell goods of a particular type and call 
regularly on their customers. 
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(Hi) Retail Salesmen : They sell to ultimate consumers: and 
sell a wide variety of merchandise. They are of two types : 

(a) Travelling Salesmen or door-ta door salesmen who go to 
the customer’s place and sell as they move. They generally sell 
speciality goods. 

(b) Shop Salesmen or over-the-counter salesmen who sell to 
customers visiting the retail shop, 

Sales-force Management 

Sales management involves selection, training, supervision, 
compensation, motivation and evaluation of the sales force of a firm. 
Effective selling depends as much on the management of the sales 
force as on the salesmen themselves. The jales manager must recruit 
select, train and motivate the right type of salesmen. 

1. Selection of Salesmen : Proper selection of salesmen 
reduces training costs and increases sales effectiveness. Proper 
selection will ensure right person for the right job. The programme 
of selection should be well-balanced. Selection of salesmen 
involves : 

(a) determining the tasks to be performed by salesmen; 

(b) defining the qualifications required to perform the job; 

( c ) securing adequate number of candidates; 

(d) tests and interviews; 

(e) orientation of selected candidates to make them familiar 
with the job, the company and fellow workers. 

2. Training of Salesmen : Salesmen are not ‘born’ but ‘made’. 
Proper training is necessary to increase knowledge and competence 
in selling. Continuous and systematic training increases sales and 
reduces selling costs. It improves relations with customers and 
increases income of the salesmen. A good salesman needs full 
knowledge of the product, the company, the customers and the 
selling techniques. Training is also necessary to keep salesmen ud- 
tc-date. 

There are several methods of training salesmen : 

(а) Sales Manuals : These are small booklets containing 
essential information regarding products, the company, the job and 
selling techniques. They serve as a ready reference for salesmen. 

(б) Lectures : In lecture classes, theoretical knowledge on 

various aspects of selling can be given. Product demonstrations and 
visual aids, e.g. t charts, short films, etc. can be used to explain con- 
sumer behaviour, etc. y 

(c) Conferences and Seminars : SaJcsmen may attend sales 
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conferwioeso an^.rSflMinars'organised by different foodies. Such 
seminars and conferences provide*an opportunity rto exchange {ideas 
and experience with others in the profession. Group discussions, 
case studies and role playing are also useful techniques for training. 

method of i training 
Under the 


(d) F eld Training : The most common 
salesmen is to send them along, experienced salesmen 
supervision and guidance of the seniors, they get practical training. 
They observe closely the sales approach and the steps taken by the 
experienced salesmen. A visit to the factory may be arranged to 
provide technical knowledge of products. After-field-training, a 
salesman may be sent for a fortnight to sell independently. .On such 
an experimental trip he will learn from his mistakes. 

(e) Correspondence Coaching : * Salesmen working in 'different 
territories may get theoretical training through postal turtion. ;Tney 
receive lesions in the techniques and 1 fundamen*als of salesmanship. 
Such coaching*may bi useful for ,refreshing knowledge of old sales¬ 
men to. enable them to work effectively under changing comhUnns. 

ff) Auto-visual Aids : Motion pictures, film slides, records, etc. 
are useful techniques of training. Motion pictures can be used to 
explain steps involved in successful selling through an actual selling 
experience. UiFilm slides can be used to impart information regarding 
the icpmpany ,and .the product. Records of;, sales .dialogues with 
customers explain how to approach customers. Such aids make train¬ 
ing interesting bat are expensive. 

> Twining programmes may be conducted by • the . officers of the 
company 6r the help .of ou^. t agencies. may . be^a^cn for this 
purpose. ^ . . 

■"I >/^r^REldUNERATlON OF. SALESMEN 

■ '-€01110 Wtion- of salesmen is of great importance as it effects 
the motivation of salesmen and the selling costs of the enterprise. • A 
remuneration plan for salesmen should have the following 
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(W) Nq dedwtipas^uld, be wade for favlu.or,factors beyond 

the, cpntrbldf. salesmen- . 

(w7) The pJao■ should-be flexible eM**h «o admit, changes in 

market conditions, ,etc. 

(,.«/) The plan should enable the firm to attract, reta.n and 
develop an efficient and dedicated sales force. 

(/*) Salesmen should feel satisfied with the development and 

operations of,the plan. 

(x) The plan should be economical, i.e., the costs of the plan 
should be minimum: in relation to the gains. 

Methods of Remuneration ^ 

Remuneration tp salesmen may be.paid ^according to any of 

the following there basis : 

\.Straight Sahty fjan ; Under the salary basis, a fixed amount 
of salarv is paid at certain intervals, e.g. weekly,,fortnightly or 
monthly^ The amount of salary is not related to. the sales made by 
a particular salermai. The plaa has several advantages . 

(/) This, is the simplest and easiest method of remuneration. 

(i/) It gives a sense of security to the salesmen and they do not 

suffer from factors -beyohd theiroootrol. 

i (Ui) It is- also economical in - operation as clerical work is 
reduced to the minimum. 

(iv) It improves the Royalty and morable of salesmen. They 
need not indulge in aggressive selling to increase their remuaewtion 
,and their. cffo;ts are.directed to constructive activities Jike exploring 

' new ma*ket$ # .bui)dipg customer relations, etc. 

(v) Changes in territorial assignments and sales quotas can • be 
.made.easily. 

But salary plan suffers from certain disadvantages also : 

(z)'The *plan provides no incentive for greater effort as reward 
is not related to work done. 

(//) The company has to f pay the same amount in case of very 
low sales and profits, and adjustments are difficult. 

• (///) The p.lan does not.aitract arid retain competent salesmen, 
(iv) The cost of supervision is high. 

vThe? salary iplan ^appropriate : • 

‘ r \> 0) Rale^ary gicaily between seas.ons; 

L. • iif) rtUMWg rte^pjnin^iperiod; 
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(w) when sales are the result of combined efforts and work of 
an individual salesman cannot be measured accurately; 

(/v) when a sale takes long time to materialise; 

(v) when the efficiency of salesmen is dependent largely on 
sales management. 

2. Commission Basis : The salesmen may be paid in the form 
of commission on sales. The rate of commission may be fixed, e.g. 
5% on sales or it may be on a sliding scale, e.g , 5% on sales upto 
Rs. 20,000; 7% on sales above Rs. 20,000 etc. 

The main advantages of this method are : 

(/) Direct relation between sales and remuneration provides 
maximum incentive for better performance. 

(//) No fixed burden is created on the profits or the company. 

(Hi) Costs of supervision are low. 

(/v) A company with limited resources can also attract and 
retain competant salesmen. 

(v) Method is flexible as the rate of commission can be adjus¬ 
ted to direct effort in specific markets of products. 

(vi) Selling expenses are related directly to sales volume. 

The limitations of commission method are : 

(/) Salesmen feel insecure and their remuneration may be 
reduced by adverse market conditions. 

(/c) They do not feel contented and their loyalty and morale 
are low. 

(Hi) They may adopt high pressure tactics to increase sales 
with consequent damage to the image of the company. It involves 
danger of overselling. 

(iv) The plan is difficult to understand and involves much 
clerical work. 

3. Combination Method : Various plans combining the features 
of salary and commission methods are used in practice. A minimum 
salary is given to provide security and an additional amount to 
provide incentive. Some of the combination plans are : 

(a) Salary and Commission : Under this plan, fixed salary, is 
paid irrespective of work done. In addition, a certain percentage of 
commission is paid on sales. 

(b) Salary with Quota : A fixed salary is paid to every sales¬ 
man. Those who sell in excess of quota are also paid a commission. 
When a group of salesmen work together, commission may be paid 
to each on the total sales of the group. This is known as pooled 
commission. 
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(c) Salary plus Bonus : Besides a fixed salary, bonus is paid for 
soecific work, e.g., new customers created by a salesman. Bonus 
maybe based on salary or sales. In some cases, salesmen may be 
paid a share in profits in place of bonus. 

Combination plans ensure a regular and fixed income to sales¬ 
men In addition, there is incentive to push up sales to earn com¬ 
mission or bonus. That is why combination method is most popular 
in practice. It is, however, difficult to understand and mvolves clerical 

work in operation. 

Salesmen have also to be reimbursed for the expenses incurred 
by them for making sales, /.<?., travelling expenses, etc. Such expenses 
may be paid by : 

(/) Voucher method, i.e., annual actually spent on production 
of proper vouchers; or 

(//) Fixed allowance irrespective of actual expenditure; or 

(in*) Quota or limit method, actual expenses subject to a 
maximum limit. 


ADVERTISING 

Mass selling requires quick and economical dissemination of 
information to potential customers. Advertising is an effective means 
for this purpose. It is a technique of mass communication with 
prospective buyers at a relatively low cost. It has been defined as 
“all the activities involved in presenting to a group of persons a 
non-personal, oral or visual, openly sponsored message regarding a 
product. The message which is called an ‘advertisement’, is conveyed 
through one or more media and is paid for by sponsor of the message 
who is identified in the advertisement itself.” 1 According to the 
American Marketing Association, advertising is “any paid form of 
non-personal presentation or promotion of ideas, goods or services, 
by an identified sponsorer.” In other words, advertising involves the 
preparation of written or oral messages and their dissemination 
through paid media without personal or face-to-face contact with 
the prospects. It includes those oral, written and visual messages 
which are paid for by their sponsors and directed to consumers for 
the purpose of influencing their purchases and attitudes. The mess¬ 
age called advertisement seeks to make people aware of and favour¬ 
ably inclined towards a product, service, idea or institution. Some 
people consider advertising as mere propaganda. But advertising 
should be differentiated from publicity. Advertising is always done by 
an identified sponsor, while publicity need not have identified 
sponsor. Publicity is a non-paid form of communication while 
advertising is a paid form of communication. Advertising is really a 
specialised activity designed to influence human behaviour in a 
manner beneficial to the advertiser. It is the art of informing and 
1. Clark & Clark : Principles of Marketing, p. 383. 
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persuading people to buy certain goods and services. It may be 
defined as “the dissemination of information concerning product, 
service or idea to induce action in accordance with the intent of the 
advertiser.’* 

Relationship with Salesmanship 

Advertising and salesmanship both are the techniques of 
promoting sales and creating demand. Both aim to maintain existing 
sales and to create new demand. They vary, however, in the follow¬ 
ing respects : 

(/) Personal selling is direct personal face-tc-face communica¬ 
tion in contrast to the indirect and impersonal communication invol¬ 
ved in advertising. Under salesmanship, the message is directed to 
particular individuals and approach is personal. In advertising, it is 
meant for the masses and is impersonal. It has rightly been remarked 
that “advertising is like a shotgun conveying message to masses, 
while personal selling is like a rifle shooting communicating with 
individuals.** 

(//) Advertising involves use of both visual, printed and oral 
messages. Salesmanship, on the other hand, is only through oral 
messages Advertising has been described as ‘salesmanship in print*. 
This is, however, a misconception as printed word is only one 
method of advertising. 

(///) Salesmanship is individual as it involves person-to-person 
contact. On the other hand, advertising is mass communication. One 
advertisement is directed towards several people at a lime* 

(iv) The two are, however, complementary, and not substitutes 
for each other. Advertising supplements the voice and personality of 
the salesman. Salesmanship completes the job of selling started by 
advertising. Advertising reduces sales resistance thus making the 
task of salesmen easier. Salesmanship converts potential demand 
into sales. 

To conclude “Salesmanship and advertising are similar in that 
the main purpose of each is to persuade individuals outside the com¬ 
pany to act in the company’s interests. Advertising is a form of 
mass communication. Salesmanship is a personal form of persuasion; 
While the salesman uses the charm of his presence to arouse the 
customers’ interest in the product, the advertising man makes use of 
his art and copy. They are like cup and saucers or coat and trousers^ 
ODe being incomplete without the other.’’ 1 

Features of Advertising 

On the basis of above description, the following distinctive 
features of advertising may be identified : 

(/) Advertising is a paid form of communication. The adra*- 
!• H.W. Hepncr : Modern Marketings- 4SL 
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tiserhas to pay for the space or ti.o; used to the owner of the 
advertising media. 

m Advertising is a non-personal or impersonal form of com¬ 
munication. Advemsing does n .t involve any personal or face-to- 
face communication with the prosp.-ct. 

(i/7) Advertising is a form of mass communication. The 

message or advertisement reaches a large number of persons at a 

time. 

(,v) Advertising is done by an identified sponsor. The adver¬ 
tisement carries the name or identification of the advertiser. 

(v) Advertising is meant not only for the promotion of sales of 
goods and services but also for the promotion or popularisation of 
certain ideas. 

Objectives and Functions of Advertising 

. m % 

The basic purpose of advertising is to sell something—a 
product, a service or an idea. The advertisement contains some 
information which seeks to influence the behaviour of the prospect 
in a manner that it will benefit the advertiser. Besides this basic 
objective, advertising may be used for certain specific objectives which 
are stated below : 

1. To bring to the notice of the prospective buyers the avail¬ 
ability of new products and their features and uses. 

2. To inform the public of the improvements in existing 
products. 

3. To maintain sales volume and market share in the face of 
the advertising of competitors. 

4. To persuade the dealers to stock the goods that are adver¬ 
tised. 

5. To help the dealers io selling their products. 

6. To help the salesman io his task of selling the goods. 

7. To create brand preference and to increase demand. 

8. To educate consumers in better buying and better liviog. 

9. To discourage substitution and imitation of firm’s products. 

10. To create and enhance the goodwill of the firm. 

11. To reach people in-accessible to salesmen. 

In brief, the purpose of advertising is to benefit the producer, 
to* educate the consumer; to help the dealer and to regulate competi¬ 
tion. Abavd all, advertising seeks to improve relations between the 
producer and the consumer: Modern advertising informs the con¬ 
sumer, -helps to create new tastes and new needs, explains uses of 
products and promotes sales. 
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Importance or Utility of Advertising 

Advertising has become an indispensable function in modern 
marketing. It pervades our economic and social life. It helps \o 
increase demand, expand sales and create new wants. The need for 
advertising arises due to cut-throat competition and mass production. 
The various functions and benefits of advertising may be described 
as under : 

l.Jjro Producers and Dealers 

Advertising is helpful to manufacturers and middlemen in the 
following ways : 

1. Higher Sales Volume : Advertising increases the demand and 
enhances sales of goods and services. It helps in securing a larger 
share of the market. Through advertising, a producer can enter new 
markets and can attract new constomers. Advertising simplifies the 
task of selling and provides support to the salesman. Advertising 
creates new wants which result in the expansion of market. Adver¬ 
tising opens the way for sellers and relieves the manufacturer from 
the worry of distribution. 

2. Introduction of New Products : Advertising helps in intro¬ 
ducing new products in the market and in gaining acceptance for 
them. By informing consumers of a new product in an effective 
manner, advertising stimulates interest in the product. By presenting 
new products advertising helps the producer in securing control over 
old habits of consumers. A manufacturer can bring the uses and 
features of new product to the notice of consumers easily and quickly. 
Advertising helps in overcoming consumers* resistance to new 
products. 

3. Steady Demand : Advertising creates regular demand for 
products. For instance, advertising is used to emphasise hot and 
cold qualities of coffee to maintain regular sales of coffee both during 
summer and winter. Steady demand helps in planned and continuous 
production. In this way, advertising reduces risks of business. 

4. Meeting Competition : Advertising is an important tool for 
facing competition. By creating brand loyalty, advertising helps in 
miintaining demand. Advertising supplements personal selling and 
Silcs promotion. It creates awareness of the product before the 
sa'esman’s visit and reinforces point of purchase display. It, therefore, 
reduces the costs of creating and maintaining demand. Advertising 
mikes for healthy competition. 

5. Economies of Large Scale : Advertising results in mass 
distribution which in turn leads to mass production. Large scale 
and regular production provides economies of scale. As a result 
the costs of production and distribution are reduced. Rapid turn¬ 
over reduces investment. Advertising is, in fact, both the cause and 
result of mass production. Advertising also reduces dependence on 
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middlemen as traders are more willing to stock and sell well 
advertised goods. 

Goodwill : Advertising helps in creating a good image of 
, t and renutation for its products. Corporate image increases 
1 k 6 n f?he company to survive competition and depression. 

i^ifKh advertising that Ta.as, Dalda. Campa 

Cola Bourn vita e ic. have become household names. It has rightly 
been said that “doing business without advertising is like winking 
at a girl in the dark. You know what you are doing but no one else 

knows.” 

7 Employee Morale : Advertising boosts the morale of sales- 
men and other employees by increasing reputation of the firm. 
Salesmen feel happy as advertising makes their task easier by making 
the product and the firm known to the consumer. 

Advertising is thus an essential technique of success in business. 
„ bdpfSrSns sales .ad reducing cos,, It is right to «, that 
“it pays to advertise" in bad as well as in good days. 


2. To Consumers 

Advertising is beneficial to consumers also due to the following 
reasons: 

(/) Convenience : Advertising reduces the time and effort 
involved in shopping. People become aware of the sources and avail¬ 
ability of different types of goods and need not search them out. They 
can make better choice among different varieties with confidence. 
Advertising gives people exact information about the goods that are 
on sale. Advertising provides education and knowledge to con¬ 
sumers so that they can raise their satisfaction through better con¬ 
sumption. 

(//) Fair Prices : Effective advertising results in the reduction 
of costs due to mass production. Lower costs result in lower prices 
provided producers pass the benefit of mass production to consumers. 
In widely advertised products, consumers are protected from exploita¬ 
tion and overcharging by unscrupulous traders. Advertising not 
only reduces prices but also helps in holding the price line. 

(Hi) Better Quality : Advertising creates differences in products 
and brand preferences. A producer constantly tries to maintain 
and improve the quality of his produces to live uplo his repjtation 
and to secure repeat demand. Ncjd to find arguments in advertis ini 
stimulates innovation in product desigi. “Large scale advertising 
of a product can be real y effective if there is a rigid quality controg 
which enables the customer to buy products of the same standards 
of performance anywhere.” 1 Thus, advertising reduces the risk of 
inferior quality to consumers. 

I. G.B. Giles : Marketing Management, p. 145. 
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(iv) Elimination of Middlem n : Advertising brings the customer 
closer to the producer so that each can appreciate fully the needs of 
the other. By eliminating middlemen, it helps in better matching of 
products and services with human wants. 

3. To Society 

Advertising is of great service to society in the following 
ways: 

1. Employment : Advertising provides employment to a large 
number of persons engaged in designing, writing and issuing adver¬ 
tisements. Indirectly, it increases employment opportunities by 
increasing the volume of production and distribution. 

2. Higher Standard of Living : Advertising improves the stand¬ 
ard of living of the masses. It promotes variety and quality in 
consumpticn. It educates people in better buying and better living 
and in adopting new and better wa>s of life. Advertising nourishes 
the consuming power of man and creates wants for a better standard 
of living. To quote Franklin D. Roosevelt, the late President of 
America, "advertising brings to the greatest number of people actual 
knowledge concerning useful things, it is essentially a form of educa¬ 
tion—and the progress of civilisation depends on education." 
Advertising explains uses of new products and new uses of existing 
products. It is a medium of information for better buying and 
pleasant living. 

3. Art and Culture : Advertising promotes art and culture. It 
develops and channelises the creative energies of the pcpole. It 
creates aesthetic sense and values in society. Commercial art is 
largely the creation of advertising. Advertising is, in fact, a great 
healing force in a society torn by race, language and cast conflicts. 

4. Strengthens Press : Advertising is such an impoitant source 
of income for newpapers and magazines that they are able to provide 
more nev*s at a lower cost. It is estimated that about 75 pjr cent of 

the total income of newspapers comes from advertisements. Adver¬ 
tising is a bright symbol of freedom and liberty. Press is the guardian 
of public opinion. Advertising helps the press to be free and indepen¬ 
dent. By subsidising the press, advertising bu.lds and educates 
public opinion and develops rational thinking. Advertising thus 
promotes literacy and educa ion. It is a symbol of freedom of 
choice. 

5. Stimulates Research and Development • Innovation and 
creativity are the key to human progress. Advertising can be 
successful when it is backed by new and better products. Every 
producer, therefore, tries to develop new and improved products. It 
facilitates commercialisation of inventions and discoveries. Many of 
the products we enjoy today would have been confined to the labora¬ 
tory in the absence of advertising. Advertising stimulates research 
and development which is essential to rapid industrialisation. 
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are induced to work hard and more effl.ientiy ouy 
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spurs individual exertion and greater production. 

Advertising is thus a great force in modern society, an accele¬ 
rator of civilisation and human progress. It leads to rapid economic 
progress through the expansion of trade, commerce and industry, 
ft if used not only by businessmen but also by religious, political and 
social institutions. It has become such an integral part of outlives 
that we cannot escape its effects wherever we go and whatevewe do. 
As an instrument of competition, it helps small and new firms to 
survive against big firms. Advertising is to business what steam is to 
machinery—the great propelling power, the lubricant of the 
machinery of commerce. 


Critcism of Advertising 

Several objections have been raised against advertising. It has 
been described as ‘a social waste*. The various objections may be 
analysed as under : 

(/) Increases Costs and Prices : It is argued that large amount 1 
of money spent on advertising increases the cost ot production. 
Producers transfer this cost to consumers by raising prices. This 
objection is true when advertising merely transfers demand from 
one producer to another. But effective advertising increases total 
demand unless it is inelastic and makes large scale production 
possible. Large scale production generally results in lower costs and 
lower prices. 

(ii) Promotes Wasteful Consumption : Advertising multiplies 
ne;ds and encourages unhealthy consumption. By exploiting human 
sentiments it persuades people to buy products which they cannot 
afford. Advertising creates demand for trivial goods and encourages 
extravagance. It distorts family budgets and creates mental tensions. 
It creates demand of those goods which are easier to advertise, e g., 

1. It is estimated that U.S A. spent 33.460 million dollars and India spent 
Rs. 1,150 million on advertising in 1976. (Economic Times, October 30, 1971). 
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tinned food rather than those which are more useful to consumer, 
e.g. t fresh food. Modern society has become ‘a society of Chocolate, 
Campa Cola and Lolipops* largely because of advertising. This 
accusation is largely true. But if we want civilisation to progress, 
new habits and attitudes are necessary. Advertising is the most 
potent means of creating new desires. 

(///) Misleads the Consumer : In practice, advertising is largely 
deceptive and misrepresents facts to the consumer. Exaggerated 
claims of quality and flowery language is used to dupe unwary con¬ 
sumers. They are induced through bogus testimonials and false 
comparisons to buy goods of doubtful value. This has resulted in 
general distrust of advertising and people consider it a clap-trap. Too 
rainy advertisements misguide the consumer and create confusion. 
There is no denying the fact that some firms indulge in false and 
misleading advertising. But just because a few doctors are dishonest 
does not mean that the medical profession is bad. 

(iv) Creates Monopoly : Advertising creates brand monopolies 
and restricts free competition. Large firms restrict small competitors 
and new entrants through aggressive advertising. Once the brand 
name is built up consumer has to pay a higher price without better 
quality. Advertising thus encourages the survival of the mightiest 
rather than the best. But advertising creates only a temporary brand 
monopoly and other brands offer strong competition. For example, 
producers of‘Amul Butter’ have a monopoly for this brand but have 
to lace strong competition from Vita. D.M.S , etc. Instead of creating 
monopoly, advertising stimulates competition among different brands. 
“It often enables the small businessmen to compete with large con¬ 
cerns as well as to start new business.” 1 

(v) Causes Wastes of National Resources : Advertising promotes 
rapid changes in styles, fashions and habits due to which half used 
articles are discarded. Valuable resources that can be used to create 
new opportunities are wasted in the production of needless varieties 
and planned obsolescence. Vance Packard, in his book ‘Waste 
Makers’, gives several interesting examples of how producers in 
America cox consumers to replace their cars, radios, etc. much before 
their useful life comes to an end. Appearance and design 
have become more important than the physical utility of the product. 
Producers intentionally reduce the life and quality of their products. 
Manipulative and combative advertising leads to criminal wastage of 
resources. “The natural resources, capital equipment and labour 
energy which go into the production of new items to take the place 
of the discarded ones amount to waste when measured in terms of 
social well being.” 2 Tons of stationery is wasted in advertisements. 
Advertising discourages savings and capital formation. 

(v/) Degrades Moral Values : Modern advertising exerts such a 
corruptive influence on cultural life and habits of people that it is not 

1. H.W. Hepner : Modern Advertising , p. 17. 

2. C.H. Sandage : Advertising—Theory and Practice, p. 32. 
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only wasteful but also immoral. It undermines ethical and aesthetic 
values through excessive nudity and indecent lan 8“^ e - Some 
advertisements are really in poor taste and induce people to buy 
shoddy merchandise but majority of them raise rather ‘ban lower 
social standards. The improved attitude towards hygiene ' a m ¬ 
iable in no small measure to the extensive advertising cf detergents 
To a certain extent, advertising spoils he landscape and diverts 
attention of drivers. It also creates social evils like drinking, smok- 
ing, etc. 

Advertising is, by and large, essential for success in business 
and is not wasteful. If advertising were wasteful, it must have been 
discarded Jong ago in favour of some other selling aid. Advertising 
becomes wasteful when it is unscientific. It is objectionable when 
used by dishonest people for anti-social ends. In fact, advertising is 
only a tool and is by itself neither good nor bad. As a selling aid it 
is the cheapest tool. If advertising is banned other competitive tools 
which are more expensive will have to be used. “As long as we 
insist on maintaining competition as the core of our economic system, 
the elimination of advertising would increase rather than reduce 
economic waste.’’ 1 


Advertising is an integral part of the distribution process. It 
has been the general business experience that advertising reduces the 
cost of selling and production by increasing and smoothing the 
volume of demand and thereby results in lower prices. Advertising 
has induced progress in the use of new tools and new processes. 

Excessive, manipulative and irresponsible use of advertising 
is in the interest of none. Advertising is a great persuasive force 
having great potentials for both good and bad. If used properly, it 
can be a boon and blessing to all. But if it is abused or misused, it 
can be a curse to the society. It pays to advertise so long as we 
advertise wisely and responsibly. “The maintenance of acceptable 
ethical standards in all forms of advertising is essential if advertising 
is to fulfil its proper function as a marketing tool.’’ 2 The case for 
advertising rests on its economic accomplishments while the case 
against advertising is based on its social impact. 

On the whole, advertising is an asset, not a liability. Money 
spent on advertising is not wasteful provided it is spent intelligently, 
honestly and scientifically. 

Causes of Waste in Advertising 

Advertising becomes a social waste when it is done in an un¬ 
scientific and improper manner. Waste in advertising results in the 
following ways: 

1. When the objectives of advertising campaign are not pro- 
- perly defined. 

1. F.P. Bishop : The Econo mic\Effects of Advertising, p. 43. 

' 2. Philips and Duncan : Marketing Principles and Methods , p. 647. 
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2. When advertisement campaign is not based upon correct 
and up-to-date information relating to the product, the market and 
the competition. Marketing research is an essential prerequisite to 
success in advertising. Failure to make a careful investigation of 
markets is a common cause of wasteful advertising. 

3. When the activities of advertising department are not pro¬ 
perly co-ordinated with those of the other departments. An adver¬ 
tising campaign cannot succeed without the co-operation of marketing 
production and finance departments. 

4. When the advertising campaign is not properly planned or 
systematically executed. Poor copy, inappropriate layout, wrong 
appeal or theme and unsuitable media are common causes of waste 
in advertising. 

5. When the advertisement is untimely or out of line with the 

times. 

6. When the advertising policy of the company is not clearly 
understood by its executives, salesmen and dealers. 

7. When the advertisement is not consistant with personal 
selling and other ingredients of the promotion mix. 

8. When the advenising campaign is not backed by good 
products, proper channels of distribution and a sound price policy. 

9. When the advertiser m:\kes unfounded or untrue statements 
or when he expects too much from adveilising in a short span of 
time. 


10. When the advertiser fails to evaluate the effectiveness of 
advertising. In the absence of a systematic approach, he continues 
to commit mistakes in advertising. There is, thus, a great scope for 
improvement in modern advertising. There is need to reduce waste 
in advertising through a scientific approach to the problem. 
Too much should not be expected of advertising as advertising is 
but one factor in a successful selling programme. It gives best 
results whe n used continuously to advertise a product which is useful, 
well priced and backed up by proper distribution. It is also necessary 
to ban obscene, noisy and deceptive advertising. Trade Associations, 
Chambers of Commerce, etc. should set up Better Business Bureaus 
to exercise self regulation and control. Consumer associations should 
also act a countervailing force against manipulative and misleading 
advertising. Newspapers, Radio and T.V. authorities should be 
more discriminating in accepting advertisements. Norms should be 
prescribed for checking pollution of natural surroundings by advertise¬ 
ments. A suitable code of conduct should he formulated and enfor¬ 
ced to minimise waste and cheating in advertising. An agency HJte 
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fhe Federal Trade Commission of USA. may set up to ensure truth¬ 
ful advertising. In order to curb extravagant and socially wasteful 
expenditure on advertisement and publicity, the Finance Bill, 1978 of 
India provides that a part of the expenditure in excess of Rs 20,000 
per year will be disallowed as an expenditure while computing the 
taxable income of a business firm. 


SCIENTIFIC ADVERTISING 


Proper planning and organisation is essential f°r effective- 
advertising. An advertising programme based upon w « 11 ‘ t "°“Snt 
plans and well-defined principles is known as scientific ad ^ rUs,ng * 
In other words scientific advertising is one which sends the right 
message through right media, and at right time to the right people 
Scientific advertising aims at maximum of benefits with minimum of 
costs. Much of the waste and distrust of advertising is due 10 * ia P ha ; 
zard approach towards advertising. The amount is decided by trial 
and error, appeal is designed traditionally and media is selected 
according to convenience. Scientific advertising consists of the follow¬ 
ing steps : 


1. Deciding Objectives 

First of all the objectives of advertising must be clearly defined. 
The problem should be clarified properly. The general objective of 
advertising is to create demand and increase sales. But the specific 
objective varies with time. To make advertising effective, all plans- 
should be based on specific objectives. The tasks ihat the proposed 
campaign may be called upon to perform should be defined clearly. 
The specific objectives of advertising may be (a) to inform people of 
the availability of certain products, (b) to increase sales of existing 
• products, (c) to eain acceptance of new products, ( d) to build good¬ 
will, (e) to help dealers to promote sales, (;) to meet competition, 
(g ) to aid personal selling, and ( h ) to create brand loyalty. 


2. Preliminary Investigation 

Before formulating an advertisement campaign complete infor¬ 
mation should be collected regarding the market. This is done 
through market survey, product analysis and consumers’ research. 

3. Advertising Budget 

Determination of the right amount of advertising is necessary 
for success. The amount to be spent on advertising will depend upon 
the past experience and future needs. The amount may be decided as 
a fixed percentage on sales, as a lump sum limit or on the basis of 
competitor’s activities. The best method is to decide on the basis of 
the needs and objectives of the firm. This is known as the task 
method’ of budgeting advertising. 



4.116 


BUSINESS ORGANISATION AND MANAGBMENl 


4. Advertising Copy 

The message and appeals to be conveyed through advertising 
are knovn as the advertisement or the copy of advertising. It is the 
text or contents of advertising. “The copy in an advertisement is 
defined as the written or spoken material in it, including the headline, 
coupons and advertiser’s name and address, as well as the main body 
of the message.” 1 Tae heart of the copy is the theme or central 
idea. The timing and frequency of advertising should also be 
decided. Advertising copy has been described later in this chapter. 

5. Advertising Media 

Advertising media is the channel through which the message is 
to be conveyed. Proper media is necessary for effectiveness. Choice 
of media will be discussed at a later stage. 

6. Execution 

The actual campaign involves preparation of the copy, its re¬ 
lease through the selected media and its supervision. Preparation of 
the copy is a specialised job and the help of experts should be taken. 
Large firms have their own advertising departments. Help of adver¬ 
tising agencies can also be taken for this purpose. It is profitable to 
test the advertisement before releasing it commercially. 

7. Evaluation 

Periodic review of the effectiveness of advertising helps in 
making advertising more effective. Sales tests, split-run tests, recog¬ 
nition tests and statistical methods have been developed for this 
purpose. However, it is difficult to isolate the effects of advertising 
from other items in the marketing mix. After appraising the 
effectiveness of advertisement necessary changes are made to make 
it more effective. 


What is to be said (copy) when (timing and frequency), how 
and where (media) and to what extent (budget) are thus the essential 
ingredients of scientific advertising. R'ght product or service, correct 
market and proper message, expanding market, scope for product 
differentiation, emotional buying motives and brand names help 
increase the effectiveness of advertising. It is wrong to assume that 
more is spent on advertising, greater will be the benefits. 

All the above steps should be based on facts relating to the 
size, location and characteristics of consumers. Research and analysis 
should, therefore, precede a scientific campagin of advertising. Above 
all, advertising should be an integral part of an overall marketing 
plan consisting of proper distribution system, competent sales force, 
competing prices and right products. A million dollar advertising 
campaign will fail to click if it is not supported by other marketing 
policies and practices of the firm. 


W.J. Stanton : Fundamentals of Marketing, p. 517. 
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The Advertisement Copy 

The success of an advertisement depends on an effective 
copy An effective advertisement is one which can gam 
attention create interest, arouse desire and secure buying 
Action ’ In other words, it should attract attention, create 
fasting impression, stimulate interest and desire convince or 
j^rsuade people and lead to the desired response The copy gives 
expression to the ideas of the advertiser. It is the heart of an adver¬ 
tising campagin as it communicates the advertiser s message to the 
publk:. The copy forms the subject matter of advertising. The copy 
should be prepared very carefully as the money spent on advertising 
will go waste if the copy fails to draw attention or create desire The 
exacf nature of the copy will depend upon the product to be adver¬ 
tised, the type of customers to be attracted and the objectives of he 
advertisement. Besides facts, imagination is helpful in drafting the 
copy. The persons preparing it should look from the point of view 
of the consumer. Unless the consumer can identify himself with 
the copy he will not act upon it, though he may enjoy it. 


The copy should be simple aod brief, clear and concise, sincere 
in appeal or theme, attractive in design and layout, and should carry 
proper headlines. Proper illustrations, colours and borders should 
be used. According to Davar 1 following are the essential features of 
a scientifically drafted copy of advertisement : 


(/) Attention Value : The first essential of a good copy is tha t 
must attract the attention of those for whom it is meant. Modern 
eradcr is busy and is faced every day with so many advertisements 
that he has /hurried look at him. An advertisement will attract his 
attention when it is attractive. Bright colours, white spacing, attrac¬ 
tive pictures, bold types, artistic borders and catchy headlines are the 
main devices of building reception value in the copy. Lux toilet 
soap is, for example, advertised with the photograph of a popular 
film actress. Similarly an attractive headline e.g. “Campa Cola, the 
only one” may be used to attract attention. Sometimes, key words 
of the copy may be underlined. But these devices should be appro¬ 
priate to the message and should be used intelligently. Indiscriminate 
use of semi-nude pictures on the assumption that everything can be 
sold by a female figure is insensible. Slogans are also helpful in 
attracting attention, e.g. t Don’t say ink, say Quink. Use of proper 
page, right space, low price quotation can also be helpful in attracting 
attention. 


(ii) Suggestive Value : Once the attention has been drawn, the 
copy should suggest the advantages and uses of the product. Repeated 
and emphatic suggestions create a favourable impression on the 
customer’s mind. ‘Amul builds healthy bodies’, ‘Where there is Life¬ 
buoy there is health’, ‘Fanta orange is so good, one likes to be 

1. Sohrab R. Davar : Business Organisation, 1948, p. 413. 
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thirsty’, ‘N:w suit ? No dryclean‘d at Snowhite’ are a few examples 
of suggestive valuj in adverti>em :nt. People will read the advertise¬ 
ment a id will tike an interest in it only when it will help them so ve 
their problems. The copy shoulJ, therefore, show the benefits that 
consumers will get by purchasing and using the product, e.g. t ‘Smoke 
Panama, they are good to the last puff’. 

(iii) Minto -ising Value : The design and layout of the copy 
should be such that it has a lasting impression on the reader’s mind. 
The message and the language should be understandable. Use of 
brand nam:s and trade mirks and impressive pictures is helpful. 
Advertisement should be repeated to create memorising value. An 
effective method is the use of a picture depicting use of the product 
for a specific problem. For example, a house-wife nursing a burnt 
figure with Burnol or a coughing batsman or singer using Vicks 
tablets have great memorising value. Association of a sketch or 
photograph may have great influence on the mind. For example, the 
smiling baby his b:com; associated with Murphy Radio. Repetition 
has such a me norising value that the term Dalda is often used as 
the synonymous of vanaspati though it is only ond brand of 
vanaspati. 

(iv) Convection Value : The copy should convince the reader 
about the claims made for the product It should inspire confidence 
in the product and win acceptance. The best advertisement for an 
article is a simple and honest statement of its uses and advantages. 
U>e of solid argument helps in convincing the reader. Distinctive' 
merits of the product should be emphasised. ‘Anacin relieves pain 
faster as it is microphined*. ‘Use Quink as it contains SjIv. X*, etc. 
are some examples. Use of testimonials, laboratory tests, money 
back guarantee, etc. are also helpful. For example, Parle Biscuits 
advertise with prizes won at intentional contests, Anne French 
Hair Remover compares with razor shaving, Kissan ketch-up em¬ 
phasises mechanical processing. However, unfounded claims and 
exaggerations cannot make people believe the advertisement. 

(v) Sen'imencl Value : Human behaviour is influenced by senti¬ 
ments or feelings. The copy should not consist anything-offensive 
to the feelings of readers. Tnis is purticular y important in ca<e of 
educated and cultured readers as they are more sentimental. Purity,- 
freshness and tests may be emphasised in case of food products. 
Prestige, comfort, health, beauty, achievement, fear and parental 
affection are the main themes or central ideas that can be used to 
appeal to the sentiments of people. 

(vi) Educational Value : A good copy should ‘ edfiCife -thd" 1 
public. It should ndt only meet existing demand but should alsb ; 
createTiew wants by suggesting new uses and new pfothsfcts.- X ! 
tained and systematic-advertising campaign is necessary to* .^hgngo 
habits and attitudes. Brook Bond, for example, took great pains 
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to educate people in India in the preparation and use of tea as 
people were habitual to milk and iassi. The advertisement of 
Lactogen Baby Milk educates mothers in baby feeding. 

(v/7) Instinctive Appeal Value : A good advertisement should 
appeal to the basic human instincts. This is possible only when the 
advertiser has deep insight into the human mind. Psychologists 
have identified the following instincts : 

(tf) SelJ-prescrvction : Every human being is ar xious to protect 
his he.' 1th family and belongings. The themes of healih, beauty, 
fear (safety), and comfort appeal to this instinct. Advertisement for 
food and toilet preparations can use these themes. In case of fans, air- 
conditioners, refrigerators etc. the theme of comfort is used. Insu¬ 
rance, furniture, locks, medicine, woollens use the security theme while 
electric gadgets carry themes of comfort and convenience. ‘Use 
Pears to ke p the schoolgirl complexion’ is an example. 

(b) Hoarding Instinct : All of us are inclined to accumulate 
useful things. This instinct is useful for advertising saving schemes 
by insurance companies, banks, post offices, etc. 

(c) Patriotism : We value the interests of our own country and 
take pride in it. Producers of cosmetics, cigarettes, etc. appeal to 
people to buy Indian-made brands to help the country save foreign 
exchange. ‘Hero bicycls is exported to several countries, to earn fore¬ 
ign exchange for the nation, is an example of such advertising. 


(d) Self-Display : People like to be distinctive in dress, hair¬ 
styles, etc. This instinct is based on ego, prestige, beauty, pleasure, 
etc. A copy can use these to advertise clothings, jewellery, cosmetics, 
etc. Some people go out of their way to possess products used by 
well-known personalities as it gives them sense of achievement and 
status. ‘Successful men all over the world use ‘Erasmic Blade* is an 
example of appeal to such instinct. Clothing itself is an important 
mstinol and is played upon by the advertisers of costly garments 
The theme of prestige is used in luxury items like cars, artistic 
furniture, etc. to exploit the instinct of self-display. 


(e) Something-for-Nothing Instinct : Every person wants to 
PrL^f' lmu ” p0 1 f ,ble number of goods with his limited income 
fre . e -gifts, bonus-stamps, economy packs—all are the methods 

s!mft P Way nS h ‘ S lnS “ aCt ' L ° ttery ticke,s are adveriised in the 

I are ?‘? l A In V inct : Ths instinct of parental love and 
MTiMiTn f ° r c ^‘ < f fen 's-used by advertisers of baby foods, toys etc 
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(g) Curiosity Instinct : Human mind is basically inquisitive 
and variety is the species of life. The eagerness of new things is so 
strong that sometimes the mere word ‘new’ inspires confidence in the 
product. This instinct may be touched through advertisement of new 
designs and s yles. 

Thus, a good copy should attract attention, induce the reader 
to go through the advertisement, suggest something, convince him, 
make the reader to remember it and stimulate him to act upon it! 
The essentials of a good advertisement copy may be expressed as 
‘AIDA* in which ‘A’ stands for attract attention, ‘I* denotes develop 
interest, ‘D’ represents arouse desire and ‘A’ for obtain action. 


DIFFERENT FORMS OF ADVERTISING MEDIA 


An advertising medium is the carrier or means through which 
the message is conveyed to the reader, listener or viewer, which is 
hoped to influence. Advertising media are the means to transmit 
the message of the advertiser to the desired people. Several media 
of advertising are available ranging from the match box to sky¬ 
writing. Tnc different media of advertising are described below : 


Advertising Media 


(I 

9 Press 
Advertising 


Direct' Mail 
Advertising 


T 


Outdoor 

Advertising 


Other Forms 


\i 


Newspapers 

Magazines 


-Trade 
Journals 
‘-Telephone and 
Trade 
Directories 


-Circulars 

-Catalogues 

-Sales Letters 

-Brochures 

-Leaflets 

-Pamphlets 


-Posters 
-Bill Boards 
-Neon Signs 

E Wall Writings 
Sky Writings 
Hand Bills 


-Radio 

-Television 

-Cinema 

-Window 


1 


Display J 
[-Novelties 


h Exhibitions 
^Packages 


1. Press Advertising 

Printed word is the most popular media of advertising. Despite 
the inroads made by Radio and T.V. Press is still the king. The main 
forms of press advertising are newspapers, magazines and journals. 

Newspapers : Civilised and educated people all over the world 
read newspapers as a regular habit. Advertisement* are, in fact, the 
mainstay of newspapers. Newspapers reach all places and are read 
by all types of people. They have a general and wide appeal. 
Because of their large circulation, newspapers are well-suited for 
advertising products of daily use. 



SALESMANSHIP AND ADVERTISING 


4.121 


Newspapers are daily or weekly, general or specialised. One 
has to judge them and select the proper newspaper. The criteria for 
this includes : (a) the circulation of the paper ; (i) the type and 

amount of advertisements carried; (c) the type of readers; ( d ) the 

advertising rates and services of the paper; ( e ) general appearance 
and reputation of the paper. 

The advantages of newspaper advertising are as follows : 

(/) Daily newspapers have wide circulation so that the message 
can reach the largest possible number of people. 

(//) The total cost of an advertisement is relatively low due to 
wide appeal. Newspapers provide promotional services also. 
Morever, the effectiveness of advertisement can be measured through 
keyed advertisements. 

(/'//') There is greater flexibility of approach. The advertise¬ 
ment can be changed and presented daily in a new form and design 
to make it effective. 

(iv) The advertisement can be repeated daily in a new light to 
remind customers and to create a lasting impression. 

(v) The advertisement can be made at the right time and place. 
Timely announcement of new arrivals and seasonal goods is 
possible. 

(vi) Particular regions can be reached effectively through local 
and regional newspapers. Appeal to busy people can be made 
through evening and Sunday editions. 

(v/i) Products meant for specific categories of persons can be 
profitably advertised on the proper page, e.g., sports goods on sports 
page, shopping goods in classified columns, etc. 

The main limitation of newspaper advertising is that it has a 
temporary effect and the advertisement may lose sight of the readers. 
This is because a newspaper has a very short life. People read 
newspapers mainly for news and have only a casual glance at 
advertisements. Insertions in newspapers should, therefore, be 
highly attractive. Moreover, uneducated consumers cannot be 
approached. Coloured advertisements cannot be given in news¬ 
papers. Newspaper advertisement has a very short life. 

Magazines are a powerful media of advertising today. They 
have a more limited but pointed readership than newspapers. 
Several types of magazines are in circulation and a particular 
periodical can be chosen to reach a specific category of people. A 
magazine is read more seriously and for a longer period than the 
daily newspaper. Therefore, magazine advertisements attract greater 
attention and have a more stable effect on people. Magazines are 
more selective but less flexible. Some magazines, e.g Readers Digest, 
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Life, etc. have a world-:wUe circulation. There is a greater scope 
for the use of art and colour in magazines. p 

A wide variety of magazines is available. They vary in language 
periodicity and interests. Products of common use can be advertised 
in general periodicals like Carvan and Illustrated Weekly of India 
Household goods and cosmetics can be advertised in home and 
fashion magazines, like Feraina, Eve's Weekly, etc. Specialised maga¬ 
zines, i.e. y technical and trade journals, like Commerce, Medical and 
Law journals are useful for advertising books, products, etc of 
special type. Thus the advertisement can be directed to a particular 
class of people. 

Magazine advertising is, however, more costly than news¬ 
papers. Moreover, the message cannot be changed or repeated daily 
Magazine advertisements have to be prepared and sent for publica¬ 
tion well in advance. Magazines have a smaller circulation than 
newspapers. 

2. Radio and Television 

Radio and television are being increasingly used by advertisers. 
In India, commercial broadcasting was started in 19.>9 under the 
name of Vividh Bharti. Before that. Radio Ceylon was utilised for 
advertising. Within a short period of time, commercial broadcasting 
has become very popular among advertisers and listeners alike. 
Products of mass consumption can very cheaply be advertised 
through the radio as it has wide appeal. Film songs and appealing 
announcers are used to attract listners. Some of the sponsored 
programmes broadcasted on fixed days and times have become so 
popular that people eagerly await them. The message can be changed 
quickly with respect to time and place and customers do not have to 
pay for it. But radio advertising has a short life and may be missed 
by many listeners unless the message is delivered at a leisure hour. 
To remove this limitation, advertisement may be repeated daily in 
different programmes. The message is not available for reading or 
reference. Uneducated people can also be approached, and advertise¬ 
ment becomes effective due to speech and sound. Particular pro¬ 
gramme can be selected to approach particular people, say women. 
People can listen while in transit or at work as it docs not require 
100 per cent attention. Radio 1 icks flexibility of press and the visual 
impact of T.V. Its costs are also high. 

Advertising services on the television began in India with effect' 
from January 1, 1977. It has become . popular due to the.forccof 
picture f and. sound- In television advertising product*, can; ben 
derqonstiiated and explained effectively. The approach js.p&faoneL, 
The. message can be. delivered quickly., and j with greater imp act, > 
TeJeyisioq advertising combines advantages of press and radifloi;Butr. 
teleyislpp services in India are af, present,(imjtpd to. 

Radio and television advertising is relatively costly and inflexible. 
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Now thev are fast growing mi 3iu n of advertising. T.V. cannot 
have a long advertising copy and the advertisement has a very short 

life span. 

3. Cinema 

Films have recently become an important medium of adver¬ 
tising Suitable short films or film slides may be prepared to create a 
lasting impression. The government produces documentary and edu¬ 
cational firms for publicity. Cinema is the most popular form of enter- 
Uinment and millions of people visit theatres every day. C.nema has 
therefore wide appeal. Film advertising is very effective due to the 
combination of spoken word and visual presentation of pictures. 
Film advertising is also selective as film can be shown m a parti¬ 
cular locality. Cartoon and demonstration films can be used to 
introduce new products. Advertising films are shown before the 
start of the feature film or during interval. Films are a very effec¬ 
tive medium as they present the message in an interesting manner 
They combine education and entertainment with the message and 
create a strong impact as people are in a relaxed mood at that time. 

But films are of a short duration and have temporary influence. 
They are costly and' selection of aud encf is not possible. The 
medium lacks flexibility and timeliness. Before the start of the film 

and during interval many people are not in their seats and there is 

great noise in the hall. People go for entertainment and may resent 
repeated advertisements. There is considerable waste in film adver¬ 
tising and the effectiveness cannot be measured. 


4. Direct Mail 

Under this method, a list of potential customers is prepared. 
Letters, bboklets, circulars, folders, catalogues, etc. are sent to 
individuals directly through mail. They are given sufficient time to 
go through them and make enquiries. Direct Mail advertising is 
thijs the medium of sending written and printed message to selected 
people in a controlled manner. The mailing list should be pre¬ 
pared carefully and should be kept uptodate. Letters, circulars 
and other sales literature should be attractive and personal to 
indu :e people to read them. They should be repeated to remind 
the readers. Attractive terms are offered if order is placed by a 
fixed date. 

Mail advertising has following advantages : 

.0). It is highly selective as the message can be directed to 
specific individuals who are interested in the product. 

(it) 'if is very economical and can be used to supplement 
press ah'd other advertising. 

(/«)-* Iuhas'a petfconal a^&tt'atid 'is likely to be seen and read 
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as the addressee is at leisure and gives exclusive attention. Detailed 
information can be given to convince the prospect. 

(tv) The mailing list, the message and the frequency can be 
varied to suit changing conditions. 

(v) It maintains secrecy and the addressee feels proud of 
receiving personal offers. 

(vz) There is no limitation of time and space and the message 
can be explained fully. 6 

(v/7) The effectiveness of direct mail advertising can easily he 
measured. 

Mail advertising is subject to several limitations : 

(/) It has limited coverage as only a limited number of 
persons can be approached. 

(//) The method is not suitable for all types of products. 

(///) It is difficult to prepare and rectify the mailing list again 
and again. ° 

It can be used only for specialised products meant for a 
specific class of people. It is suitable for standardised and graded 
products only. 6 

(zV) Direct mail is an expensive medium as huge expendi¬ 
ture is involved in postage and paper. 

(v) The prospect has doubts of fraud etc. 

(vz) It is difficult to prepare an uptodate mailing list as conti¬ 
nuous changes are required. 

(v/7) It may be expensive when market is widely dispersed. 
The advertisement may not be effective at all if addresses do not 
believe in the claims made. 

A new trend in mail order advertising is the publication and 
issue of private journals which inform the customers periodically of 
new arrivals. These are particularly used by large publishing houses. 

5. Outdoor or MuraljAdvertising 

Outdoor advertising is the oldest method of advertising and 
continues to be popular in spite of new media. It includes posters, 
Dill boards, electric displays, etc. Posters are fixed at prominent 
places in such a way that even a glance will convey the message to 
the reader. Writings on the wall, playcards, hoardings, or bill- 
boards at main crossings are also used to advertise films, clothings, 
etc tlectric or neon signs, smoke-writing on the sky, switch lights, 
loudspeakers are other important means of outdoor publicity. 
Sign-boards are displayed on buses, railway platforms, bus-stands, 
overhead bridges and other popular spots. Handbills, leaflets, etc. 
•re distributed through newspapers or personally. 
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Outdoor advertising is an important medium to supplement 
press advertising. It is useful to advertise cinemas theatres 
branded products, etc. It attracts attention quickly and requires 
mile time and effort on the part of readers. Outdoor advertising 
is highly flexible. It has a general and wide appeal. Different 
colours and pictures can be used and repetition is possible. The 
life of the advertisement is long. Posters and bill boards can be 
placed at right places to appeal to selected people. Timeliness is a 
ereat advantage of this medium. Constant repetition is another 
Advantage People come across the same advertisement again and 
aeain It can last longer than other media and the same advertise¬ 
ment can be displayed at several places to remind passers-by. It is 

most economical and selective in terms of geographical location. 

But it has a temporary appeal and may be missed by many people, 
it fails to tell the ful! story and cannot br an independent medium. 
It has a low retention value and may lead to considerable wastage. 
Public opinion is also adverse to bill boards and hoardings on the 
highways. 


There is a stigma attached to outdoor advertising as it is held 
responsible for pollution of natural landscape and a potential road 
hazard. Local authorities control important sites in cities and let 
them out for publicity to big advertisers. 


Transport advertising gives constant exposure to advertised 
products, attracts attention and is economical. Different texts can 
be placed on different modes of transport. But this lacks selectivity 
and appeal to rural people. 


6. Fairs and Exhibitions 

Trade exhibitions and industrial fairs have become a popular 
medium of advertising. These are generally organised by several 
firms in combination. Recently, world fairs have become an annual 
feature. At these fairs and exhibitions industrial and business firms 
are allotted stalls where they display their products. Goods are 
generally not sold on the spot but orders are booked. Fairs and 
exhibitions have wide appeal as several people visit them. 

The success of advertisement in fairs and exhibitions depends 
upon proper location of the stall and proper display of products. 
Other attractions are also important as most of the people visit 
them for entertainment. The customers can be attracted through 
free demonstrations, free samples, special concessions, etc. Expert 
technicians and knowledgeable people should be present to explain 
the working and utility of products. Stalls should be well decorated 
to catch the eyes of the spectators. Fairs and exhibitions are useful 
for advertising technical products and engineering specialities. 
Producers of clothings and garments organise fashion shows to 
advertise their products. 
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7. Miscellaneous 

Advertisers have evolved several new methods of advertising 
some of them are described below : 

(a) Prize Contests : It has become very common for producers 
to arrange sales contests. Attractive prizes are offered to the com¬ 
petitors. ‘Name the film’ contest, ‘complete sentences’, ‘identify 
the product’ are some examples. 

(b) Telephone and Trade Directories and year books are regular 
means of advertising. 

(c) Packages are used to advertise allied products. Sometimes 
insertions are made in the package. For example, a package df 
blades may carry advertisement for shaving cream. 

(d) Calendars , Diaries , key chains, purses, pen holders, pen 
knives and other novelties or gifts are offered to advertise certain 
products. These articles carry the name of the product as well as 
tjiat of the advertiser. The article remains with the customer for a 
long time and reminds him again and again of the product. Free 
samples are sometimes distributed to popularise the new product. 

(<?) Clearance Sale : Sales at reduced prices are made during 
festivals and other impoitant occasions. Such sales attract a large 
number of customers. Free gifts may be offered to the buyers. The 
Khadi Commission, for example, offers special discount at Gandhi 
Jayanti. A Handicraft Week is celebrated to sell at discount. Such 
sales help clear accumulated stocks. 

(/) Window Display : Display of goods in well decorated show 
cases has become a common medium of advertising. Every shop 
puts certain selected products in glass windows in attractive styles 
to attract customers. Price tags are attached to products. Window 
display is an art and sei vices of experts may be helpful. Window 
display helps to create a desiie for the goods displayed and acts'as 
a silent salesman. To be effective, the appearance should be clean 
and attractive. The styles of display should be changed from time 
to time. 

The relative importance of various mtdia in Ameiica and 
India is shown in the table on next page. 

In a survey 1 of 123 companies in the private sector, it was 
estimated that expenditure on advertising and publicity increased 
from Rs. 2,399 lakhs in 197.5-76 to Rs. 2,733 lakhs in 1976-77, 
while sales increased from Rs. 3,169.4 crores to Rs. 3478.4 crores 
during the same period. The private corporate sector in India spent 
about 0.7 per cent of its sales income on advertising and publicity 
in 1974-75 as against 0.9 per cent in 1973-74. 

\. See The Economic Times, 6th March, IS73. 
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Advertising Expend it ore in India and US. A. in 1976 


Category 


Press 
Radio 
Television 
Films 

Direct Mail 

Outdoor 

Miscellaneous 


India 

(Million Rupees ) 

600 
70 
10 
70 
140 
110 
150 

Total: 1,150 


* U.S.A. 

(Million Dollars) 

12,820 

2,270 

6,622 

Not Available 
4,754 
383 
6,604 

33,360 



Choice of Advertising Media 

The success of an advertising campaign depends upon the 

mwmxmmi 

the following factors should be kept in view. 

/ Nature of the Product : Consumer products such as tooth- 
naste cold drinks, garments, etc. are meant for the masses and, 
therefore need to be advertised in newsparers, radio, outdoor dis¬ 
plays, etc. which have a general and wide appeal. On the other 
hand, industrial goods like machinery, raw materials, etc. tan be 
advertised better in specialised technical and professional journals. 

2. Type of Prospects : The class of customers in terms of 
income, education, sex, etc. is an important determinant of the 
medium of advertising. Illiterate and poor people can be reached 
through radio, films and outdoor displays, etc. Magazines, television 
and newspapers may be used to convey the message to the educated, 
and well to-do people. Advertisements meant for women, youths, 

doctors, and other particular category of people are given through 

specialised magazines and journals. 

3. Nature of the Market : The location and size of the 
mirket has an important bearing upon advertising media. Adver¬ 
tisement in local markets can be done profitably through local news¬ 
papers, films and outdoor displays. National newspapers and 
magazines and direct mail are appropriate for advertising in natio¬ 
nal and international markets. 

4. Objective of Advertising: When the objective is to intro¬ 
duce a new product, it may be desirable to use a combination of 
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media. If the objective is to build up an image or goodwill, prize 
contests, exhibitions, etc. may be used profitably. 

5. Type of Message : The nature and length of the message 
or the copy of advertisment is important to determine the 
choice of advertising medium. Small advertisements are given 
in radio, television, posters, etc. Newspapers, films, etc. are suit¬ 
able for long advertisments. In case a lasting impression is to be 
created, magazines and outdoor display should be used as they have 
a long life. On the other hand, if the advertisement is to be 
repeated, newspapers, radio, cinema, etc. are better media. 

6. Cost and Circulation of Media : The amount of funds avail¬ 
able for advertising and the cost of the media are important consi¬ 
derations. The cost can be calculated in terms of the circulation 
of the media. The facilities provided by a particular medium 
should also be considered in a cost-benefit analysis of the different 
media. Other things being equal, the medium having minimum 
cost per circulation is the best choice. 

7. Media used by Competitors : The popular media for the 
product also influences the choice. For instance, outdoor displays 
have become a common media for advertising soft drinks. People 
have become habitual of seeing and reading them. It is necessary 
to use the popular media to face competition. 

In practice, a combination of different media are used by 
many firms. A comparative evaluation of the cost and effective¬ 
ness of the various advertising media should be made to choose the 
best combination of package of advertising media. 

MAIN REFERENCES 

Phillips A Duncan : Marketing—Principles and Methods. 

G. B. Giles : Marketing Management. 

H. Whitehead : Administration of Marketing and Selling. 

W.J. Stanton : Fundamentals of Marketing. 

H.W. Hepner— Modern Advertising. 

C.H. Sandage : Advertising : Theory and Practice. 

UNIVERSITY QUESTIONS 

1. Discuss the utility of advertising in the business field. Should there 

be control over advertising. ( Delhi , 7966; Agra, 197 3) 

2. “All advertising is a social waste’*. Discuss. (Delhi, 1968 , 72, 76) 

3. “It pays to advertise.” Do you agree ? Give reasons. (Delhi, 196S) 

4. Is advertising a necessary economic functioo in modern business ? 

What considerations would you keep in mind while choosing advertising 

media ? (Delhi, 1974) 

5. It has been said that advertising is printed salesmanship. Discuss 

in this respect the relationship between advertising and salesmanship. 

(Delhi, 1970) 
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6 . “Money .pen, on advertising is no. wasteful". 

draf ? ed ~jy«sr~ tisi08 7 D “ th « -"> 

9 . Describe the par. Played ^.advertising, (b) personal sell.ng and 

<C) "haTryoum^Tby salesmanship ? Describe the -Quirements^for 
effective salesmanship. 

11 ExDlain the main steps in personal selling. 

12 Describe the qualities of a good salesman. What factors wotild you 

keep in view while selecting salesmen for your departmental store ^ ww jg?2) 

13. Describe the various methods o 1 remunerating salesmen • 

14 Discuss the meaning and nature of salesmanship. What *re jh'= steps 
in the selling process and how should a salesman obtain an effective MleJ^_^ 
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Business Risks and Insurance 


Meaning of Business Risks 

One of the essential features of business is the uncertainty of 
profit or the possibility of loss. Future being uncertain, all business 
activities involve risk of one type or the other. Business risk may 
be defined as the danger of loss arising from some unforseen events 
in future. It refers to the chance of loss due to some unpredictable 
and unfavourable happenings in future. According to Wheeler, 
“Risk is the chance of loss. It is the possibility of some unfavour¬ 
able occurrence ’. 1 From the moment the goods are purchased to 
the point goods are sold to the ultimate consumer risks of one 
type or the other are involved. Goods may fall in value due to a 
fall in their price or because of a change in fashion. Goods may 
deteriorate in quality du? to heat, water, etc. Goods may be 
stolen or may be destroyed by fire, floods, etc. Business risks are 
of a diverse nature. The main characteristics of business risks are 
as follows : 


(/) Business risks are inevitable and unavoidable. They can 
be minimised but they cannot be fully eliminated. All business 
activities are done for the future which is uncertain. Therefore, 
the essence of business activities lies in risk-taking. 

00 Business risks arise due to uncertainties. Natural events 
like floods, drought, famine, snowfall, earthquake cannot be 
predicted fully. Similarly it is not possible to forecast accurately 
the human events such as strike, lockout, accident, theft, changes 
is government’s policies, changes in demand, etc. 


UH) Business risks vary according to the nature and size of 
business. The degree of risk is greater in a big business than in a 
small business. Similarly businesses which are subject to 
frequent changes in demand face greater risks. Business risks also 
vary with the time and place of business and the degree of 
monopoly. 

(/v) Profit is the reward for risk-taking. Where there is no 
risk, there is no gain. Higher profits are the indicator of greater 
1. B O. Wheeler : Business—An Introductory Analysis, p. 563. 
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risks. However, greater risk is no guarantee of higher profits. Profit 
is the reward of inherent risks rather than speculative or created 

risks. 

Causes of Business Risks 


Business risks arise due to the following causes : 

1. Changes in market conditions 

2. Natural events 

3. Human action. 

Each one of these causes is described below : 


1. Marketing Risks 

Changps in market conditions is the most important cause of 
business risks. Such changes lead to unfavourable fluctuations in 
prices which in turn result in loss of expecied profit or actual loss- 
For instance, if the demand for fans falls due to unexpectedly cool 
climate in summer, fans may remain unsold or may have to be 
sold below market price. The manufacturers and dealers of fans 
have io suffer loss of expected profit and even actual loss. 

Risks arising out of market changes are known as marketing 
risks which are of the following types : 

(a) Time Risks : Goods are produced in anticipation of 
demand. If the actual demand comes to be lesser than expected, 
some of the goods remain unsold and result in loss. There is a 
time lag between purchase and sale of goods. During this period, 
demand and prices may fall due to changes in style, fashion, etc. 
Besides this, goods may deteriorate in quality with the passage of 
time and assets may become obsolete. Time invoked in pioduc- 
tion and sales and accordingly the time risks have increased with 
the more round-about methods of production and distribution. 

(b) Place Risks : Price of a commodity is not the same at 
different places. Prices vary from one market to the other. Risks 
also arise due to spoilage, breakage, leakage, etc. of goods in the 
course of transport. Modern means of transport and communication 
have reduced such risks to a great extent. However, the pos>ibilily 
of loss still exists in the case of highly perishable and fragile goods 
like ripe fruits, fishes, glassware, etc. 

(c) Risks of Competition : These risks arise due to the loss 
of demand on account of the activities of competitors. Competitors 
may improve the quatity of their products or may reduce prices. 
They may improve the methods of production and marketing. These 
activities mgy direct demand of a firm to its competitors causing 
loss of expected profits. Losses may also arise due to the unfair 
I. F. E. Clark : Principles of Maiketir.g, p. 404. 
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trade practices of competitors. These risks are sometimes known 
as trade risks. Diversion of demand and sales of independent retail 
stores to chain stores is an example of such risks. 

2. Natural Risks 

Natural risks are the possibility of loss on account of unforseen 
natural events such as flood, earthquake, storm, excessive rainfall, 
etc. These events may lead to destruction of goods and property 
or deterioration in the quality of goods. Hailstorm, lightning, 
epidemic, fire, volcanoes, are other natural causes of risks. Natural 
events are largely beyond the control of man. 

3. Human Risks 

Human nature is a common cause of risks in business. Human 
risks arise due to manmade factors, social hazards and political 
changes. They are of a diverse nature and may be classified as 
under: 

(a) Risks arising out of strikes, lockouts, and other forms of 
industrial unrest; 

(b) Loss and liability caused by industrial accidents and 
breakdowns; 

(c) Possibility of loss due to dishonesty of employees such as 
misappropriation of goods, embezzlement of cash, etc. 

(d) Loss arising out of shoplifting by customers, thefts, 
burgalanes, etc.; 

(e) Possibility of loss due to spoilage, breakage, leakage, etc. 
due to the carelessness and incompetence of employees; 

(f ) Loss arising out of the premature death or disability of 
key personnel; 

(g) Loss of bad debts caused by the insolvency or dishonesty 
of customers; 

(h) Possibility of loss due to late delivery, inferior quality 
and exchange rate fluctuations; 

(i) Loss arising from changes in technology resulting in the 
obsolescence of machinery and equipment; 

(j) Possibility of loss due to riots, war, hijacking and other 
political disturbances; and 

(k) Risks arising out of changes in the taxation, industrial, 
tariff, licensing and other policies of the government. 

MINIMISATION OF BUSINESS RISKS 

Business risks cannot be eliminated completely. However, 
steps can be taken to prevent some of the risks and to minimise 
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the effects of those risks which cannot b<? eliminated. Methods 
adopted for this purpose are described below : 

1. Prevention of risks 

2. Shifting and dividing of risks. 

PREVENTION OF RISKS 

Action to eliminate the causes and to reduce the frequency of 
business risks may be taken by the individual business firm, by all 
the competing firms collectively or by the Government through 
regulation or some form of assistance. 

1. Efforts by the Individual Firm 

The management of an individual firm can prevent or reduce 
many risks through efficient planning and careful control. 

(a) Risks arising from changes in market conditions can be 
reduced by an individual firm in the following ways : 

(/) Marketing Research : Through marketing research, a 
firm can obtain accurate and up-to-date knowledge of market con¬ 
ditions. Such knowledge helps in anticipating likely changes in 
demand and supply so that timely action may be taken to minimise 
risks. The marketing policies can be adjusted to changing condi¬ 
tions. Efficient marketing planning helps in reducing marketing 
risks. 

(//) Intensive Selling Campaign : More vigorous sales efforts 
through advertising and publicity helps in maintaining regular 
demand throughout the year. For instance, Glaxose-D 
is advertised as useful to fight tiredness caused by excessive 
heat during summer and as an essential thing to gain energy 
to fight cold during winter. Loss of sales due to substitution 
of the product can be overcome by creating preference for the 
firm’s brand or trade marks. 

(b) Risks arising 11 from bad debts can be reduced by careful 
scrutiny of credit worthiness of the customer, proper supervision of 
the utilisation of credit, andj timely collection of overdue accounts. 

(c) Risks of physical damage or destruction by rats, pests, 
vermin, etc. can be reduced by takirg measures to eradicate such 
rats, pests, etc. Steps can also be taken to prevent spoilage, 
breakage, leakage, etc. through proper packing and preservation. 

(d) Loss arising from theft, burglary, shoplifting, etc. 
can be prevented through proper vaults, watchmen, burgular 
alarms, security guards, etc. 

• (e) Loss by fire can be prevented by constructing fireproof 

buildings, by using fire fighting equipment and through periodical 
checking of wires, etc. 
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(f ) Risks arising from the dishonesty and carelessness or 
incompetence of employees can be reduced by providing safety- 
training to employees and by inculcating the ideals of honesty and 
loyalty am mg them. Internal check, stock audit, air-conditioning, 
etc. also help in reducing such risks. 

(g) Loss on account of technological changes and obsole- 
scene may be reduced through continuous research and develop¬ 
ment. 

2. Business Combinations 

Risks of competition can be eliminated through collective 
action by the competing firms which may agree to restrict output 
and allocate market territories among themselves. This will avoid 
fall in prices due to excess supply and pricecuts and will prevent 
shifting of demand from one firm to another. Common under¬ 
standing among firms to grant uniform terms of credit helps in 
reducing the risk of bad debts arising out of ‘credit wars’. Business 
combinations are thus an important means of preventing marketing 
risks. 

3. Government Regulation and Assistance 

Government action can prevent the occurrence of several 
risks which are considered to be socially harmful. To protect 
domestic industries from foreign competition, the Government 
levies import duties on imported products. Government may 
consult trade and industry before making any significant change in 
its economic policies. Regulation of prices helps to reduce the 
risks caused by price fluctuations. Stabilisation of freight rates, 1 
minimum support price to farmers, control over the distribution of 
essential commodities, etc. are other measures taken by the Govern¬ 
ment to reduce marketing risks. 

SHIFTING AND DIVIDING OF BUSINESS RISKS 

Many business risks cannot be prevented or avoided and 
have to be borne by somebody. However, a business firm carl use 
certain methods to minimise the incidence of such risks. Theie 
unavoidable risks can be so shifted or divided so that the entire 
burden of such risks docs n)t fill oi any single firm; Following 
methods are used to shift and divide business risks. 

1. Hedging : Contracts of future delivery are an important* 
means of shifting risks arising from price fluctuations.' “HedgtafciS 11 
a form of forward trading; to minimise loss due to changes in 
prices. It involves the sale of any commodity for future to offset 
the loss which may arise from the ownership or purchase of a l similar ( * 
commodity. Hedging is the process of entering s»frtu1tahet5tifcljr ; 
into''two contracts of'an opposite though corresponding nature, 
oto in tlie> spot or 4asinmarket and the other in the-future^marirtt^’M 
1. Maynard and B:ckman : Principles of Marketing, p/562. •''* ' > t L 



BUSINESS RfSKS AND INSURANCE 


4.135 


For instance, a textile mill which keeps a stock of 200 bales>of 
cotton or whicb makes a contract to buy the same at a certain 
price for its own use runs the risk of loss-due to a fall in the price 
of cotton. To shift this loss, the mill may make a hedge sale at 
the same price and time in future. If the price of cotton falls by 
Rs. 10 per bale, the mill will lose Rs. 2,000 on its spot contract of 
cotton. But this loss will be compensated by the gains on the hedge 
sale. Thus the hedge sale results in full shifting of loss provided 
the two markets behave in such a way that the loss incurred in one 
is offset by the gain made in the other market. 

However, hedging is not a full-proof method of shifting risks. 
Risks are fully covered only when the prices in the two markets 
change in opposite directions but by the same proportion. In other 
words, the difference between the cash and futures prices must 
remain constant during the life of the hedge. However, prices do 
not always follow a parallel course in practice. Even then hedging 
helps in minimising the risks inherent in price fluctuations on the 
market. 

2. Underwriting : A company issuing shares and debentures 
faces the risk of loss due to the failure to sell the entire issue. In 
such a case, the company cannot obtain the funds required for 
the business. In case; it is not able to raise the ‘minimum inscrip¬ 
tion’ within the prescribed, period, it may have to be wound up. 
These risks can be shifted through underwriting which is 
described in detail in the chapter of Securities Market. 

3. Contracts of Purchase and Sale 

A manufacturer may make contracts for the purchase of raw- 
materials at a future date to remove the risk of paucity of supply 
and rise.in the price of raw materials. Similarly, he may contract 
to sell his output quite in advance and thereby remove the risk of 
a fall in demand and price. ‘ Such contracts of purchase and sale 
are helpful in not only shifting of risks but also in minimising these 
risks. Each of those with whom the contracts are made are 
expected to be experts in their own lines of operations. Their expert 
knowledge brings the benefit of lower price.” 1 Such knowledge 
also reduces the possibility of risks arising out of failure to anticipate 
future conditions in the market accurately. Risks are also divided- 
by using middlemen e.g . wholesalers, retailers, etc. each of whom 
bcarmarketiDg-risks to a certain extent. 

4. Insurance 

Insurance is an* important'means of spreading risks. It is 
a contract (calledpolicy) under which one party (called insurer) 
agrees in return for a consideration (called premium) to pay an 
agreed amount of money to another party (called insured) to make' 1 
good tire*' I6ss,* damage or injury to something of value, in which' 
1. F.e! Clark : Principles of Marketing, pp. 476-78. 
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the insured has a pecuniary interest as a result of some uncertain 
future event. It is “a device by which the loss likely to be caused 
by an uncertain event is spread over a number of persons who are 
exposed to it and who propose to insure themselves against such 
an event.” Insurance is based on the principles of cooperation and 
pooling of resources. A number of persons contribute to a common 
fund which is used to compensate the few who actually suffer the 
loss. The contract of insurance is known a Policy. It contains the 
name of the insured, the subject matter of insurance, the sum 
assured, the period of insurance, etc. 

Insurance is indispensable to the business world. It provides 
a protection against loss and gives a sense of security. It makes 
for uninterrupted business operations. If one person is to suffer 
a huge loss he may be. completely ruined. Insurance makes 
spreading of risks in such a way that the incidence on one in¬ 
dividual is insignificant. Life insurance or assurance also serves 
as a means of savings. Insurance enables diffusion of risk and 
provides funds for investment in industry. It acts as a social 
security and helps people in raising loans against the insurance 
policy. 

Principles of Insurance 

All risks cannot be insured. Only those risks which have the 
following characteristics or essentials can be insured : 

7. Insurable Interest : The insured must have a pecuniary 
interest or a financial stake in the subject matter of insurance. He 
must be so situated with regard to the thing insured that he will 
benefit from its existence and lose from its destruction. For 
instance, a person has insurable interest in his house, a creditor has 
insurable interest in the debtor's life till the repayment of loans. 
In the absence of any such insurable interest, the contract becomes 
a mere wager or gamble unenforceable at law. Insurable interest 
is a pecuniary interest which can be estimated in terms of money. 
It is not a mere sentimental interest. In case of fire insurance 
insurable interest must exist both at the time of taking the policy 
and at the time of loss. In life asurance, insurable interest must 
exist when the policy is taken. In all other types of insurance, in¬ 
cluding marine insurance insurable interest must exist at the time 
of loss. 

2. Indemnity : Contracts of insurance, other than life 
assurance, are contracts of indemnity. The principle of indemnity 
implies that the insured can get only the compensation against 
actual loss and he cannot make profits out of his loss. For instance, 
X insures his house for Rs. 2 lakhs. Due to a fire in his house, he 
suffers a loss of Rs. 25,000. X will get only Rs. 25,000 from the 
insurance company and nothing more than that. But life insurance 
is not a contract of indemnity because the life of a person cannot 
be valued in terms of money, nor is money any compensation for 
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loss of life. In life insurance, a fixed sum is undertaken to be 
paid either on the death of a person or after the expiry of the 
stipulated period. Therefore, life insurance is a contingent 
contract. 

3. Utmost Good Faith : A contract of insurance is an uberrima 
fides 'contract, i e , a contact based upon utmost good faith. Both 
the parties must disclose all material facts accurately. If there is 
any concealment of matter of facts, either party is free to repudiate 
the contract. For instance, if a person suffers firm a serious invisible 
disease but does not disclose it while getting his life insured, 
the insurance company can refuse to pay any claim in respect of 
such a policy incase the insured person dies. Similarly, the insurer 
must exercise the same good faith in disclosing the scope of the 
insurance which he is prepared to grant. 

4. Subrogation : The principle of subrogation is a corollary 
of the doctrine of indemnity. The principle implies that the 
insurer, after having paid the loss to the insured, steps into the 
shoes of the insured and acquires all rights and remedies of the 
insured. The principle of subrogation does not apply to personal 
insurance, such as life, accident, etc. In other words, when the 
insurer has paid full claim the subject matter of insurance becomes 
his property e.g. partially destroyed goods, etc. 

5. Contribution : The doctrine of contribution is another 
corollary to the doctrine of indemnity. It implies that when a pro¬ 
perty is insured through more than one insurer, the different insurers 
will contribute proportionately to pay the insured in case of loss. 
The proportion of contribution would be the proportion which 
the sum insured by each insurer bears to the total amount insured 
with all the insurance companies. If one insurer has paid the full 
compensation for loss, he is entitled to recover the proportionate 
contribution from other insurers. The doctrine of contribution 
does not apply to life insurance and accident insurance. 

6. Mitigation of Loss : In the event of a mishap, the insured 
must take all possible steps to mitigate or minimise the loss to the 
subject matter of insurance. He should act in the manner in which 
he would have acted in the absence of the insurance contract. This 
means that it is the duty of the insured to make a reasonable effort 
to save the insured property. 


7. Causa Proximo : Where the event causing loss is the 
outcome of a senes of events, the insurer is liable to compensate 
tor the Joss only when the proximate or immediate cause of loss 
is covered by the policy. What has to be referred to is not the 
first of a series of events leading to the mishap but the last one 
directly causing the loss. For instance, suppose a hole is made 

tb * sb, l P ^ ra *. S 3 f nd uf tCT star - ts enter ' n S ‘he ship. The ship is 
anchored at port of call for repairs. To effect repairs, its cargo is 
partly unloaded. If in this process, the cargo is damaged, the 

nro U x r im a C tp C n mP H ny n0t be f h ? ble t0 P a y for 'he loss because the 
proximate or direct cause of loss is the mishandling of the cargo 



4..'33. BUSINESS ORGANISATION AND MANAGEMENT; 

which is not covered by the marine insurance policy. The damage 
caused to the ship by rats is only a remote cause of the damage and 
is, therefore, irrelevant. 

Besides these principles, risks must satisfy the following essen¬ 
tials in order to be insurable : (i) The risks must arise out of the 
natural course of business and should not be artificially created by 
the insured; (ii) the risk should be common and a large number of 
persons should be exposed to it so as to justify its spreading at a 
nominal cost; (iii) the risk should be such that its total incidence 
can be estimated with a fair degree of accuracy; and (iv) both the 
occurrence of the risk and the time of occurrence should be uncer¬ 
tain. Neither the insured nor the insurer should have any control 
over the time or occurrence of the event. 

Reinsurance: When an insurance company insures risks, it takes 
a liability upon itself to bear the loss in case of mishap. Sometimes, 
this liability becomes excessive for the company. In such a case, 
the insurance company may insure a part of the total risk with 
another insurance company to transfer the excessive part of the 
liability. This is known as re-insurance. Re-insurance is a contract 
between two insurers which has no effect upon the insured. 
Reinsurance may also be done to make a profit out of differences 
in the premia. For instance, an insurer may insure certain risks 
at a higher rate of premium and may re-insure the same with other 
insurers at alow rate of premium to make a gain out of the 
difference between ihe two premia. If there is any loss, the 
reinsurer will pay to the insurer after the latter has indemnified the 
original insured. 

Reinsurance has been made obligatory under law. According 
to section 101 of the Insurance Act, as amended in 1961, every 
insurer must reinsure a certain percentage of the sums insured as 
may from time to time be specified by the Government. For this 
purpose, the Government of India has set up two re-insurance 
corporations namely, the Indian Re-insurance Corporation and 
Indian Guarantee Corporation. Reinsurance makes for wider 
distribution of risks and enables the insurer to insure larger risk*. 

It helps to stabilise the income and loses of the insurer over a period 
of time. The insured is saved of the trouble of insuring his risks 
with different insurers. 

Double Insurance : A person can insure his risks more than . 
once either with the same insurer or with different insurers. When » 
more than one policy is taken by the insured to cover the same risk- 
it is known as double insurance. The same risk and the same sub¬ 
ject matter is insured more than once. *r 

In case of double insurance all insurance companies ace . 
legally liable to contribute their proportionate share towardstbe, ; 
payment of risk. The total payment by all insurers cannot exceed 
the loss actually suffered by the insured. .,! ,. .* 
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Difference between Reinsurance and rouble Insurance 


Re-insurance Double Insurance 


1 . 


Parties to the 
contract 


It is a contract It is a contnct between 

between two or more an insured and one or 
insurance companies, more insuiance cos. 


2 . 


3. 


Transfer of One insurance com- There is no redistribution 

r j s k pany can transfer a if risks undertaken by 

part of its risk to insurance companies 
other insurers. among themselves. 

Rights of the Relations of the in- The insured has different 
insured sured with original and separate rights 11 

insurer remain un- relation to different ir.- 
effected. surers. 


4. Legal 
position 


It is obligatory under It is not obligatory un ier 
the Insurance Act any law. 
to some extent. 


5. Payments by 
insurers 


The contract of re¬ 
insurance does not 
affect the original 
contract and the 
full payment of loss 
has to be made by 
the insurer. 


The different contracts 
under double insurance 
reduce the liability of 
different insurers as each 
makes a contribution to 
the loss. 


FIRE INSURANCE 

Fire insurance is a contract of indemnity under which the 
insurer agrees in consideration of a premium to compensate the 
insured for the loss which the latter may suffer due to fire during 
an agreed period of time and upto a specified amount. Compen¬ 
sation may be in the form of payment in money or replacement or 
repair of the property damaged by fire. The purpose of compen¬ 
sation is to place the insured in the same financial position as he 
was before the loss or damage was caused. The compensation is 
the' amount insured or actual loss whichever is less. An insurance 
claim for loss by fire must satisfy two conditions : (i) there must be 
actual fire ; and (ii) fire must be accidental, not intentional. Fire 
must not be caused by fraud or misconduct on the part of the in¬ 
sured. However, loss due to fire caused by the negligence of the 
insured or his employees is considered accidental. Only such loss 
which'*ri$£S directly by fire or due to the action of the fire brigade in 
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putting out the fire by way of breakage, pulling down of premises,, 
etc., is covered by fire insurance policy. A fire policy does not 
cover loss through fire caused by riot, civil strife, rebellion, foreign 
enemy, etc. Loss due to fire caused by lightning and explosion is 
covered. 

A contract of insurance is a personal contract. Therefore, the 
insured cannot transfer the policy to anyone without the consent of 
the insurer even when the subject matter of policy has been trans¬ 
ferred. 

Types of Fire Insurance Policy 

A fire insurance policy may take anyone of the following 
forms : 

1. Specific Policy : Under such a policy the risk is insured 
for a specific sum. In case of loss by fire, the insurance company 
pays the actual loss subject to a maximum of the sum insured. The 
nature of the property insured is not taken into consideration. For 
example, if a property worth Rs. 50,000 is insured for Rs. 30,000 
and a loss of Rs. 20,000 occurs due to fire, the insured will get 
Rs. 20,000 from the insurance company. 

2. Average Policy: Such a policy contains the average 
clause which lays down that in case the property is under-insured 
i.e. the sum insured is lesser than the value of the property, the 
insurer shall bear only that proportion of the actual loss which the 
sum insured bears to the value of the property. For instance, 
suppose a person insures his house for a sum of Rs. 1.5 lakhs 
and suffers a loss of Rs. 60.000 due to a fire in this house. The 
market value of the house is Rs. 2 lakhs. In this case he insurance 

1 ^0 000 

company will pay Rs. qq’qq q“ ><60,000=45,000. Thus the insured 

has to bear Rs. 15,000 of the loss himself. This may be considered 
the penalty for under-insurance. 

3. Valued Policy : In a valued policy, the insurer and the 
insured agree upon and ascertain the sum to be paid in case of loss 
by fire. In the event of fire, the insurance company pays the 
agreed sum irrespective of the amount of actual loss. Such a policy 
avoids the possibility of a dispute over the value of the property 
destroyed by fire particularly in case of such goods or property 
w hose value cannot be ascertained easily at the time of loss, e.g. 
sculptures, pictures, etc. However, such policies are not very com¬ 
mon in practice. 

4. Floating Policy : When a person has goods which are lying 
in different lots at different places he may insure them under one 
sum for one premium. Such a policy is known as floating policy. 
The rate of premium charged under a floating policy is calculated 
by averaging the premia that would have been payable if each lot 
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of goods was insured under specific policy for specific amounts. A 
floating policy usually carries the average clause. 

5 Comprehensive Policy : A comprehensive policy is one 
which covers not only risks of fire but also of explosion, lightning, 

thunderbolt, riot, civil strife, rebellion, insurrection, etc. It is also 
■known as ‘All Insurance Policy’. Such policies are not common in 
our country. 

6. Blanket Policy : It is a policy that covers all assets (fixed 
as well as current) of the insured whether the assets are located in 
one building or in different buildings. 

7. Consequential Loss Policy : Under such a policy the insurer 
agrees to indemnify the insured for the loss of profit caused by any 
interruption of business by fire. It is also known as Loss of Profit 
Policy*. Such a policy usually covers also all the expenses which 
have to be incurred due to dislocation of business. 

MARINE INSURANCE 


Marine insurance is a type of insurance under which the 
insurance company or the underwriter agrees to indemnify the loss 
or damage to the ship or cargo against marine risks. Marine risks 
or perils of the sea are the risks which arise during transportation 
on the high seas, e.g. storm, spoilage by sea water, mutiny, piracy, 
collusion of one ship against another, or against rocks, etc. Marine 
insurance is thus a device to secure protection from loss or damage 
to property during shipment. A policy of marine insurance covers a 
wide variety of risks including burning of the ship and its contents, 
sinking of the ship, stranding of the ship, jettison (throwing over¬ 
board the cargo into the sea to save the ship from sinking), explo¬ 
sion, and barratry (the wrongful destruction or stealing of the ship 
or the cargo by the captain of the ship). 

There are three types of marine insurance : 

(/) Cargo Insurance : It is a form of marine insurance under 
which only the goods or cargo contained in the ship are insured. 

(U) Hull Insurance : When the whole ship (the vessel as well 
as the cargo) is insured, it is known as hull insurance. 

(Hi) Frieght Insurance : This type of marine insurance provides 
protection against the loss of frieght. In some cases, the owner of 
goods promises to pay frieght only when the cargo is safely 
delivered at the port of destination. If the ship is lost on the way or 
the cargo is destroyed the shipping company or the shipper loses the 
frieght. Frieght insurance is taken to insure *uch risk. 

Types of Marine Policies : 

Marine insurance policies are of the following types : 
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1. Valued Policy : It is a policy under which the value of the 
subject matter insured is agreed upon by the insured and the under¬ 
writer at the time of taking the insurance. The agreed sum is speci¬ 
fied in the policy itself. In the event of loss, this sum is paid by the 
underwriter. The value which is agreed upon is known as insured 
value. It covers the invoice cost of goods, frieght, insurance and 
other charges, and the expected profits and other incidental 
expenses 1 . The insured value is not necessarily the actual value of 
the subject-matter of insurance. 

2. Open or Unvalued Policy : When the value of the subject- 
matter insured is not specified, it is known as an ‘open policy’ or 
‘unvalued policy’. In such a policy, the value of the property is as¬ 
certained at the time of loss or damage. 

3. Floating Policy : It is a policy for a round amount with¬ 
out specifying the ship or the cargo. The contract covers the 
goods or merchandise to be declared from time to time after the 
date of the contract. Whenever goods are despatched, the insured 
makes a declaration in a form known as ' declaration form” giving 
full particulars of the shipment. Such declarations are made from 
time to timi till the total value of the policy is exhausted. When 
the value of all such declarations is equal to the sum insured, the 
policy is ‘fully declared’ or Tun off'. Such a policy is usually 
taken by merchants who regularly despatch or receive gccds 
through ocean transport. 

4. Fleet Policy : It is a policy under which several ships or 
a whole fleet of liners is insured. 

5. Time Policy - In a time policy, the subject-matter is 
insured for a specified period of time usually, not exceeding one 
year. Such policies are generally used in hull insurance i.e. in 
connection with the insurance of ships. 

6. Voyage Policy : It is a policy under which the subject- 
matter is insured for a particular voyage, irrespective of the time 
involved in it. The policy is undertaken to insure the subject 
matter from one port to another. Voyage policies are usually 
taken for the insurance of cargo. 

7. Mixed Policy: It is a combination of time and voyage 
policies. It covers risks to ‘hip or vessel during all its voyages 
between two specified poits during a specified period of time. For 
instance, a ship may be insured for a certain voyage or voyages 
between Calcutta and Spain for a period of 12 months. Mixed 
policies are generally used by ships operating on a particular route. 
Clauses in a Marine Policy 

A policy of marine insurance contains several clauses. Some 
of the clauses are common to all marine policies, while others are 
incorporated to meet special needs or objectives. Some of the 
important clauses in a marine policy are described below : 

1. R. S. Sharma : lrsurar.ee : Principles and Practice, p. 178, 
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. , , nr Not Lost Clause : Under this clause, the insurer 

, ; I L ° irrespective of the fact whether goods arc lost or 
issues the policy *"*•? jssued Thjs Muse< therefore, covers any 

?o°A of goods tSat occurs between the shipment of goods and the 
issue of Polj^y• aause . Thjs c|ause empowers the insured 

to take all possible ^SclVaUel 0 ?nsu?ed Can An U y 

Itenses^^urrVd- b^th^^red for /his purpose are patd by 

the in * urc ” . Th j s clause declares that no act of the 

rrra 1 rsz 

,T ordinS .?ad» route will be considered .s devj.uon unless 
such departure is necessary to save the ship and the .ives of the 
people on board in an emergency. 

5. Warehouse to Warehouse Clause : This clause is inserted 
to cover the risks to goods from the time they leave the consignor s 
warehouse and their delivery at the consignee s warehouse in the 
port of destination. 

6. Inchmaree Clause : This clause covers the losses caused 
by the negligence of the master, or crew of the ship or by 
explosives or any other latent defect in the machinery of the vessel. 

7. F.P.A. and F.A.A. Clauses : The F.P.A. (Free of Parti¬ 
cular Average Clause) relieves the insurer from particular average 
liability. F.A.A. (Free of All Average) clause relieves the insurer 
of all liability arising from both general average and particular 
average. 

8. Jettison : Jettison means throwing over board a part of 
the ship’s cargo so as to reduce the weight in the ship. This 
clause covers the loss caused by jettisoning of goods. Goods may be 
jettisoned to prevent the ship from sinking or its capture by the 
enemy. 1 

Warranties 

A warranty is a condition which must be exactly complied 
with by the parties to the contract of marine insurance. If one 
1. These averages are described below. 



4.144 


BUSINESS ORGANISATION AND MANAGEMENT 


party commits a breach of a warranty, the other party, can repudiate 
the contract. Warranties are of two types, namely, express warran¬ 
ties and implied warranties. 

Express Warranties 

Express warranties are those which are clearly mentioned in 
the policy. The most express warranties in a contract of marine 
insurance are as follows : 

1. The time of the sailing of the ship. 

2. The safety of the ship at a particular time. 

3. The limits of the ship's navigation. Under an express 
warranty the ship may be restricted from navigation in certain 
localities or during certain parts of the year. 

4. Departure with convoy, which is given only during 
hostilities. It implies that the ship must be escorted by a naval 
force under the command of a captain appointed by the 
Government. 

5. Neutrality of the ship. 

Implied Warranties 

There are certain warranties which are implied in every 
contract of marine insurance. These implied warranties are not 
mentioned in the policy but parties like them to be present and 
binding on each other. The implied warranties in a marine 
insurance contract are as follows : 

(P Seaworthiness of the Ship : It is implied that at the time 
of insurance the ship is, in every respect, fit for the voyage on 
which it is sailing. Seaworthiness of the ship means that the ship 
must not be leaking, must be fully equipped, provisioned and 
manned and must not be overloaded. If the voyage is scheduled 
to be divided into two stages, the ship must be seaworthy at the 
commencement of each stage. 

2. Non-Deviation : It implies that the ship shall not deviate 
from the route prescribed or from the ordinary trade route. How¬ 
ever, deviation is allowed when it is caused by circumstances be¬ 
yond the control of the captain of the ship and when it is necessary 
to save the ship or the cargo or for the safety of human life. 

3. Legality of the Voyage : The ship must be used for a 
lawful voyage. Incase the voyage is undeitaken for an illegal 
purpose, the insurer can repudiate the contract. Trading with the 
enemy, smuggling, breach of a blockage, etc., are some of the 
examples of illegal voyages. 

4. Proper Documentation : There is an implied warranty that 

the ship shall carry all the documents or papers necessary to, prove 
her neutrality and legality. » 
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Marine Losses 

Marine losses may be classified into two broad categories, 
namely, total losses and partial losses. 

1. Total Losses 

A total loss means that the subject matter is f “ Uy de * tr ° yed 
and is totally lost to the owner. It can further be divi 
follows: 

(a) Actual Total Loss : Actual total loss occurs when the 
subject-matter is completely destroyed or where the insured. is 

deprived of its possession and cannot recover it. s, " k, "£ CO mplete 
capture of the ship by an enemy, burning of a ship complete 
collusion of a ship against a rock or against another ship, aban^ 
donment of a missing ship after due search, etc_a • 
examples of actual total loss. In case of actual loss .the insure 
entitled to the full amount of the loss from the insurer. 

(b) Constructive Total Loss : It occurs when the ship or cargo 
is so damaged that recovery or repair expenses are greater h 
the value of the ship or the cargo. In case of a contructive to 
loss, the insured in order to claim the full amount of the loss must 
send an unconditional notice of abandonment to the i 

eating his intention to surrender his interest in the remai s 
subject-matter. 

2. Partial Losses 

Partial losses are of the following types : 

(a) General Average : It is an extraordinary loss, damage or 
expenditure reasonably and voluntarily incurred for the purpose ot 
saving the ship, or the cargo or the freight. It is incurred for 
an emergency, for the sole object of preserving the common interest 
from an impending peril. It results from actions taken by the 
master or any other officer of the ship to protect or preserve the 
ship, or the passengers and crew, or the cargo in general. Jettison¬ 
ing of goods to save the ship from sinking, damage caused by 
water used to extinguish a fire in the ship, expenses ot taking out 
and putting back the cargo incurred to bring the ship to the shore 
etc. are some of the examples of general average. All parties inte¬ 
rested in the ship contribute proportionately to the general average. 

(b) Particular Average : It is any partial loss caused 
by a loss or damage to a ship or to a part of its cargo due to 
a peril of the sea. It is an accidental loss involving loss or damage 
of only a part of the subject matter of insurance. Such a loss is 
entirely borne by the owner of the particular thiDg damaged or by 
his insurer. 
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LIFE INSURANCE 

Life insurance is a contract under which the insurer, in consi¬ 
deration of a premium, paid either in lump-sun or in periodical 
intalments undertakes to pay an annuity or a fixed sum ol money 
either on the death of the assured or on the expiry of a specified 
period of time. A life insurance contract is a long term contract 
and the assured must pay all the premiums agreed at stated inter¬ 
vals. Non-payment of premiums usually brings the contract to 
an end. 


Life insurance is different from fire and marine insurance 
in several respects : (1) Life insurance is not a contract of indemnity 
as the value of human life cannot be calculated in terms of 
money or money cannot compensate for the loss of human life 
Under fire and marine insurance compensation is available only 
when the loss occurs. On the other hand in life "prance? the 
payment is available after the specified period whether the assured 
dies or not. Thus life insurance is a contract of guarantee. (2) Life 
insurance provides protection against the loss of future earning power 
or income needed for financial support of the dependents.-Fire 
and mirine insurance provide protection against loss or damage to 
the property. (3) In life insurance the risk insured is certain only the 

time of its occurrence is not known. That is why it is known as 
life assurance. In case of fire and marine insurance the event is not 
certain to happen. (4) Life insurance is taken for a much longer 
period than fire or minn: instance which is usually Uken lor a 
year. (5) In case of life insurance the insurable infer f 5 / ex ^ 

only at the time of effect-ng the policy. In marine insurance, insur 

able interest must exist at the time when loss or damage 

occurs. But in case of fire insurance, it must exist both a 11 e 
time when contract is made and at the time of loss. (6) A life^insur¬ 
ance policy can be surrendered before its maturity. Sue , , 

value is not possible in other types of insurance. (/) Medical 
Examination of the assured and proof of age is necessary in case ot 
life insurance. No such examination or proof is 
or marine insurance. (8) In a life policy average fauseKnoi 
applicable as claim is not limited to actual amount of loss suffered 
due to death. In life and marine insurance clause i apph f 

cable as compensation is against actual loss. (9) P P 
subrogation, contribution and causa proximo are lOtapplicaDiemii 
insurance but they are applicable in other 'VP e ;^ ' n ” n n ! 
In life insurance double insurance is beneficial. In or marine n 

surance compensation is limited to actual loss and, th , 

insurable or multiple insurance is not beneficial. (11) A life poicy 

or a marine policy is fully assignable or transferable , from person 

to person. Fire policy is a personal and non-transferable prop y. 

Life insurance originated liter than fire or marine insurance. 
But it has made rapid progress and has outstripped all o yp 
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S&W .i S5SU ’s education, 

fSK5£,USS"^ lip-notes the habit of 
thrift and saving- 


illlU oa»H-o- , . - 

L ife insurance 

firms- It Provides pro ect,on agams P, and continuity of the 


employees thereby W* '"^.eo fThe em^sV , It can be 
firm- It helps to improve i he moral V ^ idea , collateral 

used for the repayment of amoU nt of premium is exempt 

security for securing loans, ineam 

from income tax. 


Types of Life Insurance Policies 


There .re »o b.eie 
Whole Life Policy and Endowment Policy, uinc yp 
policies are variations of these two types. 


1 • %• P K-? r The^ure'^su^ 

!0^5iia:s«p5Ss| 

for those who take policies to provide for the payment of estate 

duty. 


2. Endowment Life Policy : Under this type of policy, the 
insurer undertakes to pay the assured a specified sum on his death 
or on the attainment of a particular age_ The premium is payable 
till the date of maturity of the policy. The rate of premium for 
endowment policy is a little higher than that for the whole life 
policy. It provides protection as well as investment. 

_ . • t. - _ ^ 11 a. ■ In tnhnn 


t. It proviaes pruicciiLMi ao 1 -- 

3. Joint Life Policy : Such a policy is taken on the lives of 
two or more persons together. Under such a policy the assured sum 
becomes payable on the death of any one of those whose lives are 
assured jointly. Joint life policy is taken by a married couple or 
by the partners of a partnership firm. When joint policy is taken 
on the lives of members of a family or of the employees of a 
business firm, it is known as Group Insurance Policy. 


UblUCab 111 in, ii ixuuTTu uj "•*'**■-— --/ 

4. With Profit and Non-Profit Policy : A with profit policy is 
policy under which the policy holder or his nominee is allowed a 
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share in the profits of the insurance company in the form of bonus. 
The amount of bonus is added to the sum assured, payable on the 
maturity of the policy. It provides an added advantage to the 
assured but the rate of premium is a little higher in such a policy. 

It is also known as participating policy. 

Under Non profit policy or Without Profit Policy , the assured 
person does not share in the profits of the insurance company and 
gets only the assured sum on the maturity of the policy. The rate 
of premium in this type of policy is lower than that for the With 
Profit Policy. This policy is also called non participating policy . 

5. Annuity Policy : In this policy, the assured sum is paid 
in the form of annuities i.e. y fixed periodical payments for a 
specified number of years or till the death of the assured person. 

6. Sinking Fund Policy : A sinking fund is a fund created 
to provide for the payment of a liability or replacement of an asset. 
The policy taken for investing this fund is known as Sinking Fund 
Policy. 

7. Convertible Life Assurance Policy: A Whole Life Policy 
which contains a provision for the conversion of the policy into an 
endowment policy after a specified period and at the discretion of 
the assured person, is known as Convertible Life Policy. The rate 
of premium increases with the date of conversion. Such a policy 
is suitable for youngmen who have a modest income but expect a 
rise in their income after a short period of time. 

8. Double Accident Benefit Policy : Such a policy provides 
that if the insured person dies because of an accident, his survivors 
will get double the amount of the assured sum. It also covers 
injury due to personal accident. 

9. Janta Policy : In May 1957, the Life Insurance Corporation 
of India introduced a Janta Policy Scheme with a view to bring 
life insurance within the easy reach of the common man. Under 
that scheme only endowment policies are issued. Any person upto 
the age of 45 years can take this policy. The policy should not 
mature beyond the age of 60 years. The policy can be taken for a 
minimum sum of Rs. 250 and a maximum sum of Rs 10,000 on 
one life. No medical examination is required with respect to 
persons aged 35 or below at the time of taking the policy. 

10. Paid-up Policy : If the policy holder is unable to pay the 

premiums or does not want to continue the policy, he may get the 
policy paid up. The paid-up value is the same proportion to the 
amount of original sum assured which the number of premiums 
paid bears to the total number of premiums payable. The policy 
with this reduced amount is known as Paid-up Policy. The 
amount of paid-up policy is payable only on the date of maturity 
of the original policy. A policy can be made paid up only when 
it has remained in force for at least two years. - <* 
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Surrender Value 

A policy holder may discontinue or surrender his policy 
before its maturity. The insurer is freed from the liability from 

the date of surrender. But he has to pay to the assured person a 

certain proportion of the premiums paid by the assured till the 
date of surrender. The amount payable is known as surrender 
value A policy acquires surrender value only when the premiums 

have been paid for at least two consecutive years or to the extent 
of one-tenth of the total number of premiums provided this one- 

tenth exceeds one full year’s premium. 


Assignment 

A life insurance policy is a kind of business policy and it can 
be transferred or freely assigned. The assignment of a policy 
implies the transfer of the rights and liabilities of the assured under 
the contract to the third party. A policy may be assigned without 
assigning the right under it. The assignment can be made by 
making an endorsement on the policy itself or on a separate signed 
instrument. The assignment must be in writing and the notice of 
assignment must be registered with the insurer. The person making 
the assignment is known as the assignor and the person to whom 
the policy is assigned is called the assignee. 

Proof of Age 

The claim under a life insurance policy can be received only 
after furnishing a satisfactory proof of age. Age is an important 
factor because the rate of premium is fixed on the basis of 
age and the period of insurance. No proof of age is required on 
maturity if the age has been admitted at the time of effecting the 
policy or during the period of the policy. A school certificate, 
a birth certificate from the municipality, a service book, etc. can 
be acceptable evidence for the proof of age. 

Other Types of Insurance 

Besides life insurance and marine insurance there are several 
other types of . insurance. New types of insurance are being 
designed and made available to cover as many risks as possible. 
Some of the more important types along with the risks covered by 
them are given below. 

Type of Insurance Types of Risks Covered 

1. Automobile or motor insu- Loss to vehicles by accidents, 

ranee etc. 


2. Fidelity insurance 

3. Burglary, theft or Robbery 
Insurance 


Loss due to dishonesty of 
employees. 

Loss by burglary, theft, robbery, 
etc. 
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Employer's Liability Insurance Liability arising ov/t— of 
or,Workmen’s, Compensation accidents to employees on duty. 


Insurance 

5. Crop and Cattle Insu ance 

6. Credit insurance including 
export credit insurance 

7. Profits Insurance 

8. Third Party Insurance or 
Public Liability Insurance 

9. Health or Medical Insurance 

10. Unemployment Insurance 

11. Old Age Insurance 

12. Maternity Benefit Insurance 


Loss due to failure of crops and 
death of cattle. 

Loss cf bad debts. 

Loss of earnings due to inter¬ 
ruptions in business. 

Loss to the life and property 
of a third party caused by a 
vehicle. 

Loss due to illness and in¬ 
capacity. 

Loss due to unemployment. 

Savings for the old age. 

To cover costs of delivery of a 
child. 


The above list is not exhaustive but illustrative. Today 
insurance policies are available for children’s educat.on. dau S hter s 
irarriage, owning a house, etc. 

Difference Between WhoD Life Policy and Endowment Policy 


Maturity Period 


It has no maturity It has a fixed 

P , Cr de°a d tb U ^ PayablC U a !spSable Pe aUhe 

al death - end of the specified 

priiod or death 
whichever occurs 

norlipr 




2. 


I 



4 . 


Rate of Premium 
Period of Premium 


Nature of Policy 


Rate of premium is Rate of premium is 
comparatively low. comparatively High. 

Premiums are payable Premiums are 
throughout life. payable for the 

specified- §£«<«• 

It is a traditional policy It i» d l mbAfied 

policy. 
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5. Benefits available 


» d ei r^sxss^ 

ttissA t oue t h be 

1 person and his 

dependents 

Difference Between General Average and 
particular Average 


P oint of Distinction 

1. Type of loss 

I • 

2. Purpose of loss 


3. Interests affected 

4. Shifting of loss 


5. Insurability 

6. Preconditions 

7. Example 


1 , is a voluntary or It is an accidental 
intentional or deli- or fortu.tous loss. 

ST an extraordinary It is a partial loss 

loss or expenditure forced by a sea per.l. 

incurred to save the 
interest from an 
emergency. 

It affects general or It affects only parti- 
common interests. cularinterest 

It cannot be shifted It can be shifted 

g* air parties gE loss '^^cntire.y 
portionately. ^uSon^f 

sharing of loss. 

It cannot be insured It can be insured. 

as loss cannot be 

anticipated. 

It must be reasonable It has no such 
and prudent. preconditions. 

A ship is in danger of The cargo in the 
being sunk. Some ship includes some 
cargo is thrown into bales ol cotton 
the sea to save the which are damaged 
ship. Loss of cargo is by sea water. The 

borne by all parties loss is borne by the 

proportionately. owner of the 

cotton or his 


Inournr 
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UNIVERSITY QUESTIONS 

1. What is meant by ‘Business Risk*? What are the causes due to 
which business risks may arise ? 

2. Explain briefly the various methods of minimising business risks. 

3. Define insurance. Explain the basic principles of insurance. 

4. “Insurance is a means of shifting and dividing risk.** Explain. 

5. Define insurance. What are the advantages of insurance to 

businessmen ? (Delhi, 1973) 

6. “Insurance contracts are contracts of utmost good faith**. Discuss. 

(Delhi, 1973) 

7. Explain the following terms connected with insurance : 

(a) Insurable interest. (Delhi, 1970, 72. 74, 77,78, 80) 

(b) Reinsurance (Delhi, 1974, 76, 80) 

(c) Doctrine of Subrogation. (Delhi, 1974,75,76) 

(d) Surrender Value. (Delhi, 1970, 80) 

(e) Causa Proxima. (Delhi, 1974) 

(0 Policy. (Delhi, 1980) 


. •»- 



Foreign Trade 

(IMPORTS AND EXPORTS) __ 

Foreign trade -rin—‘S to 

different countries. when goods a re sold to a foreign country, it is 
foreign nationals When go rchased from a foreign coun¬ 

known as expor t,.WtenV £ 0 ods are imporle d for the pur- 

o-"" such ■ p " rch,se 

and sale is known as entrepot trade. 

Need and Importance of Foreign Trade 

surplus resources. 

2 International Division of Labour : Every country wants to 

produce 5.TST svss sasasss 

luitid inThe country This is known as the //.eery of comparative 
Therefore, different countries specialise in the production of 
different products. Due to this specialisation, every country can 
maximise P her total output. Such specialisation necessitates exchange 
of goods and services between countries. 

3. Different Stages of Development : Different countries vary 
in the rate of economic growth. Some countries are highly deve¬ 
loped while others are relatively backward. Foreign trade is a 
means by which the less developed countries can accelerate the 
process of economic growth. 

4. Different Currencies : Different countries have their own 
currencies. A country which wants to export her goods to other 
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countries can do so only when it is willing to buy goods from other 
countries. Every country needs foreign exchange to make payment 
for the imports. Therefore, no country can for long only import or 
or.ly export goods. Foreign trade is a two-way traffic. 

5. Optimum Utilisation of Resources : Foreign trade facilitates 
maximum possible utilisation of national resources and avoids 
wastage of resources. Through foreign trade, a country can sell its 
surplus goods and can procure those goods which are not produced 
by herself or which are in short supply. 

6. Equalisation of Prices : Foreign trade helps in reducing 
differences in the prices of a commodity in different countries to a 
reasonable level. 

Problems and Difficulties in Foreign Trade 

Some special problems are involved in foreign trade due to 
which foreign trade differs from home trade. The special difficulties 
faced in foreign trade are as follows : 

1. Long Distances : Buyers and sellers in foreign trade are 
separated by long distances. Personal or face-to-face contact 
between them is rarely possible. Due to long distances and the time 
and cost involved in the transportation of goods and expensive 
special means of transportation and communication have to be 
used. 

2. Difference in Languages and Customs : Different languages 
and customs are used in different countries. Such differences create 
difficulties in correspondence and it becomes difficult to keep the 
affairs secret. 

3. Difficulties in Payment : Different currencies are lused in 
different countries. The rate of exchange between different curren¬ 
cies fluctuates from time to time. Differences in currencies, weights 
and measures and business methods create difficulties in the settle¬ 
ment of accounts. 

4. Risks in Transit : In foreign trade goods have to be 
transported over long distances through shipping and airways. The 
risks and uncertainties involved in ocean and air transport are high. 
Therefore, goods have to be insured. Insurance increases the costs 
of transportation. 

5. Foreign Rules and Regulations : Legal difficulties may 
arise in foreign trade due to foreign laws and courts. In some 
countries the laws do not protect fully the interests of creditors. It 
is difficult to understand and abide by foreign laws and regulations. 

6. Customs Formalities : The government controls the 
foreign trade almost in every country. A person, has to obtain a 
license for exports and im;orts. At every step- the permission 
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foreign trade 

£&^'“ to ° r — 

,. . . i n f ,re en t*ade several middle- 

7. Chain of rnt " med J* r 'f*' d £n?w and understand the 
men/agents have to be employed ia ,. |ie# of r orei gn markets. 

:rArnfcCn b or3j?emen provide specialised series but 

the cost of marketing is increased. 

8. Lack of Information: «" ***»«* ‘chfrlctV“f foreign 

information on tte Iinancu»1 p is t o credit worthiness Q ne 

JSSffS of sp.lalised agencies which are 

expansive or to face the loss of bad debts. 

EXPORT TRADE 

Export trade is the form of foreign trade in which goods are 
sold to foreign countries. 

Procedure of Export Trade 

An Indian exporter who wants to sell goods abroad is expected 
to observe the following stages . 

, . Trade Enquiries and Quota,ions : First of .11 «JeJ^ian exjeo. 

comditions°ofs^jl*•" In 

reDlv to the enquiry the exporter sends a quotation stating the price 
^r .h» article shipping and insurance charges, and other terms and 
conditions on which he is ready to supply the good;. Sometimes, 
a detailed catalogue containing the exact specifications of goods and 
detailed terms and conditions may be sent along with the samples 
of the product. A new exporter may also have 

survey of foreign markets to estin ate the volume of demand. He 

may also have to advertise his goods to create demand for them. 

2. Receipt of Indent or Order : In practice, an export trans¬ 
action starts with the receipt of an indent or or.’ r by the exporter. 
An indent is an order placed by an importer w.ih an exporter lor 
the supply of certain goods. The indent contains all the impoiUnt 
details of the transaction such as the quantity and quality of goods, 
m-ihods and time of delivery of the goods, mode of payment, price 
and ex,hinge rate and the instructions for packing, marking, 
insurance, etc. A foreign order is known as indent because in the 
did n days foreign orders were drawn in triplicate and indented or 
tom irregularly at the edge to prevent forgery. An indent may be 
open or closed. An open ind n! is one which does not contain 
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detailed instructions regarding packing, marking, shipping, in¬ 
surance, etc. In such a case the exporter makes arrangements- 
according to his own judgment. A closed indent is one which con¬ 
tains full particulars and instructions for the exporter. An indent 
which is subject to the confirmation by the importer or his agent 
is known as confirmatory indent. The exchange rate (the rate at 
which the currency of one country is exchanged for the currency of 
another country) is also fixed to avoid risks of fluctuations in the 
exchange rate. 

3. Export License and Quota : Under the Import and Export 
Control Act, 1947, a person cannot export goods without an export 
license. In order to obtain an export license, a person must apply 
in the prescribed form alongwith the required fee to the controller 
of Imports and Exports. The controller of Imports and Exports 
issues an export license after verifying the application. The license 
usually remains valid for tiiree months but can be extended by the 
licensing authority for a further period of three months. If the 
goods fall under the Open General License List (O.G.L.), goods 
can be exported freely during a definite period and export license is 
required. In the case of commodities which are in short supply a 
quota permit specifying the amount of goods which can be exported 
is also issued. 

4. Foreign Exchange Regulation : Under the Foreign Exchange 
Regulations Act, 1971 an exporter is required to make a declaration 
that he will surrender the foreign exchange received from exports to 
the Reserve Bank of India within the prescribed period. For this 
purpose he has to fill in four G R. forms. One copy of the G R. 
form is given to the customs authorities at the time of shipment of 
goods and three copies are given to a foreign exchange bank (an 
authorised exchange dealer). The bank forwards two copies to the 
Reserve Bank of India. The customs authorities also send the 
copy to the Reserve Bank of India after certifying the value of 
exports. No foreign exchange declaration is required for exporting 
goods to Tibet, Nepal and Bhutan. 

5. Letter of Credit (L/C) : Unless the exporter is familiar 
with the importer, he will demand a letter of credit. A letter of 
credit is a letter issued by a bank guaranteeing the payment of a 
s»p^ci v c ed sum of money on behalf of a particular person. The 
importer obtains this letter in the name of the exporter by depositing 
the full value of imported goods with a foreign exchange bank in 
his own country. The exporter can draw a bill of exchange on 
the bank to assure himself of the payment for the goods. In place 
of a letter of credit, the importer may furnish Qash With Order 
(C.W.0-) i.e. deposit of the full price with the exporter In case of 
well-known and old importers, a bank reference may be sufficient. 
A letter of credit may be revocable or irrevocable. A revocable 
letter of credit may be cancelled by the bank at any time without 
giving prior intimation. An irrevocable letter of credit cannot be 
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cancelled by the bank without prior notice. Obviously the exporter 
prefers the latter as the former is not a safe method. 

P . packing and Marking : The next step in a export transac- 
.. n u C0 Hect the goods mentioned in the indent. If the exporter 
does not have the goods in his godovns. lie may purchase the same 
t 1 ,hJ market. Once th: goods are collected, they are packed 
and marked as per the instructions of the importer. If the indent 
contains no instructions, the exporter must pack and mark the 
*»oods properly in accordance with the current system. Packing 
should be economical and it must ensure protection of goods during 
transist. Each package should be marked clearly and distinctly so 
that’it can be easily identified. The mark indicates the weight of 
the package, the place of destination and the initials of the impor • 
ter. Marking is normally done by putting some geometrical figure t s 
shown below : 




B/672/1978 £>• 

Wk 

H-C.C • 

*!<#■ * 

New York * a 


7. Appointment of Forwarding Agent : When the goods are 
ready for despatch, the exporter appoints a forwarding agent to 
look after shipping and customs formalities and the actual loading 
of the goods on board. If the exporter is situated in the city of 
the port he may himself look after the>e activities. But usually an 
agent is appointed as he is fully familiar with the formalities 
involved and is situated at the port itself. Forwarding agents 
are experts in their line of business and oiler valuable services on 
a nominal commission. 

8. Despatching Goods to the Port : Then the exporter sends 
the goods to the port through the railway. He sends the Railway 
Receipt (R/R) duly endorsed to the forwarding agent. The for¬ 
warding agent is also given instructions regarding the shipping and 
insurance of the goods. After receiving the R/R, the forwarding 
agent obtains goods from the railway authorities and arranges for 
their shipment. 

9. Formalities by the Forwarding Agent : In order to get the 
goods loaded on the ship, the forwarding agent takes toe following 
steps : 
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(a) Shipping Order : Th; forwarding agent enters i»to aiv 
agreement with a shipping company or its agent to hire space in a 
ship for sending goods to the importer. When the shipping com¬ 
pany agrees to carry the goods, it issues a shipping order which 
contains instructions to the captain of the ship to receive on board 
the ship specified quantity of goods from the exporter. 

(b) Customs Formalities : After obtaining the shipping order, 
the forwarding agent has to pay the customs duty. For this pur¬ 
pose, he obtain a customs permit or shipping bill from the office 
of the customs authorities. The shipping bill is required also 
because there is a prohibition on the export of certain goeds. The 
shipping b.ll contains the detailed description of the goods, eg. the 
quantity, quality, value, numbers, marks, the port of destination, 
the name of the ship carrying the goods, etc. Three copies of the 
shipping bill are filled in by the forwarding agent A printed foim 
is avail, ble for preparing the shipping bill. There are different 
forms for different types of goods. Goods are classified as (i) Free 
goods , on which r.o customs duty is levied; (ii) Dutiable goods, on 
wh ch customs duty is payable, and (Hi) C wstal goods , which are 
meant for carriage to another port in the same country. 

The forwarding agent submits three copies of the shipp ng bill' 
along with the export license and G R- forms to the customs autho¬ 
rities who assess the duties payab’e on the goods. T he customs 
authorities retain the second copy of the shipping bill and return 

the other t vo copies along with the export license and G.R. forms 

to the forwarding agent. After this, the agent submits these docu¬ 
ments to the Leading and Shipping Dues Offi.e of the Port Trust. On 
payment of the port dues, a Customs Export Pass or Customs Per• 
mit is issued to the exporter. This Pass permits him to bring the 
goods in the docks. 

(<c) Shipment of Goods : After bringing the goods in the docks, 
two copies ol the Dock Challan along with the shipping order and 
the shipp.rg bill are presented to the dock authorities. Dock 
authorities assess the dock dues payable by the exporter and on 
payment of the dues, return one copy of the dock challan to the 
agent. This serves as the Dock Rece'pt for the goods. Then the 
goods ; re loaded >n the ship in the presence of a Custom Preventive 
Officer, ine officer checks the goods with the shipping bill and the 
shipping order to ensure that only those goods are loaded on the 
ship which are specified in the shipping bill and the shipping order. 

(d) Mate's Rece : pt : After the goods are loaded, the captain 
of the ship or his assistant issues a receipt to the agent which 
is known as Mate's Rece pt. If there is a defect in the packing, etc. 
of the goods, a Dirty or Foul Receipt is issued. When the goods are 
in proper condition, a Clean Receipt is issued. 

( e ) Bill rf Lading (B/D : Then the agent obtains blank forms 
for bill of lading and after filling them submits to the office of the 
shipping company alongwith the Mate’s or Dock’s Receipt. Usually 
seveial cop>< of th- bill of lading are prepared. The shipping 
company retains the Mate's Receipt and return the bill of ladings 
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mlSd FreigluFonv^ the exported goods in- 

( f ) Insurance : It is neces ; ** d f n sending goods by the sea. 

sured because several "-J* ^Marine Insurance Policy fiom an tn*u- 
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10. Export W« : ™m th SroSitlom previously 
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charges, name of the ship, etc he „ 00 ds originating 

11 . Cerftffc*< : .^vTre tax'd wnh concessional 

from (produced by) a particular couny ' certificate of 

import duties. The .mpor'er needs thereiore ^.s certificate 

ES&s-r::: 

exporter’s coun ry. 

13 Advh e to the Importer : After completing all the for¬ 
malities; the exporter sends a letter to the importer ^ 

of the despatch of goods and stat.ng the name ° f the bank hrougn 
which the invoice, the bill of lading, the mar.ne invoice pol.cy h, 
certificate of origin and the consular invoice are being sent. On the 
basis of this advice, the importer makes arrangements to take 
delivery of the goods and to make payment to the exporter. 

14 Payment : The final step in the export procedure is the 
payment by importer in full settlement of the transaction. In foreign 
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trade, payment for goods may be made in either of the following 
ways: 6 

(a) Foreign Bill of Exchange : Under this method, the exporter 
sends the documents directly to the importer. He also sends a bill 
of exchange on the importer. The importer returns the bill after 
accepting it. As the documents of title are not attached to the bill, 
this bill of exchange is known as Clean Bill. This mode of payment 
involves considerable risk of bad-debt. Therefore, it is used only 
when the importer enjoys the full confidence of the exporter. 

(b) Documentary Bill of Exchange : It is a bill of exchange to 
which documents to title are attached. Documentary bill is of two 
types as given below : 

O’) Documents Against Acceptance ( D/A) : It is a documentary 
time bill to which the documents of title are attached. The exporter 
sends the bill to his bank with the instruction that documents 
should be given to the importer on acceptance of the bill. The 
Indian Bank sends the bill to its branch or agent in the importer’s 
country. The local branch or agent presents the bill to the im¬ 
porter who accepts the bill and gets the documents. If the expor¬ 
ter wants the payment immediately he may discount the bill with 
his bank. For this he has to submit a Letter of Hypothetication. 
This letter authorises the bank to take charge of goods and sell the 
same if the importer dishonours the bill. This mode of payment 
involves some risk and is, therefore, used in case of trust-wenhy 
customers only. 

07) Documents Against Payment (DIP) : It is a sight bill to 
which the documents of tittle to the goods are attached. The ex¬ 
porter sends the bill to his bank with the direction that documents 
are to be handed over to the importer only on payment of the bill. 
Such a bill does not involve risk of payment. 

(c) Bill on Bank : When the importer has furnished a letter 
of credit, the exporter draws a bill on the bank which has issued the 
letter of c‘ed;t. The exporter sends the bill along with the docu¬ 
ments of title to his bank. The Indian Bank sends the same to the 
debtor bank in the importer's country. Documents are given to the 
importer, when the debtor bank has accepted or paid for the bill. 
This mode of payment involves no tisk of payment. This methed 
is also known as documentary credit. It also ensures a quick and 
guaranteed payment from the importer. 

(J) Cash Against Payment (ClP): Under this method, the 
importer makes an arrangement with a bank located in the expor¬ 
ter's country for cash payment to the exporter. The exporter 
gives documents of title to the goods to this bank on payment of 
cash. The bank then sends the documents to the importer. This 
mode of payment is used vhen the importer and the exporter are 
not known to each other. 
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M Payment Against Open Account : Under his system, the 
Mnnr sends goods on a continuing basis and the importer makes 
P m n rom time to time. The payment is made through 
^“.t nr cafh This mode of payment is used when there is a 
close and intimate contact between the importer and the exporter. 

( f ) payment Through Foreign Bank Draft : The importer gets 
a bank draft by depositing a certain sum of money in his country s 
currency with a local bank. He then sends the bank draft to the 
exporter. The exporter gets cash for this draft from his own 
bank. It is a very popular mode of payment in foreign trade. 

(?) Telegraphic Transfer : Under this method the importer 

deposits the amount of payment with his bank. The bank sends an 
order by cable to its branch or agent in the exporter s country direc- 
tine it to credit the specified amount in the account of the importer. 
T he exporter can get the payment in his own currency from this 
bank.- This is a very quick method of payment. 

Important Documents used in Export Trade 

Some of the important documents used in export trade are as 
follows: 


1. Indent : An export order is known as the indent. It is an 
order sent by foreign buyer on the basis of which the Indian cx P or “ 
ter sends the goods. It is known as an indent because in the olden 
days the order was indented or cut irregularly at the corner to pre¬ 
vent forgery. An indent contains detailed particulars about the 
quantity and quality of goods, the terms and conditions of sale, 
instructions for packing, marking and insurance, time of delivery, 
etc. Normally several copies of the indent are prepared. As stated 
earlier an indent is of two types—(a) open indent and (b) closed 
indent. 


2. Shipping Order : It is an order issued by a shipping com¬ 
pany or its agent to the exporter who wants to send goods thiough 
the company. It is a direction to the captain of the ship mentionr d 
in it to accept the specified goods on board the ship. It is also ?n 
agreement between a exporter or shipper and the shipping ccmf any 
certifying the freight or space booked or the vessel chartered for the 
purpose of carrying the goods. If the quantity of goods is small, a 
space or freight is booked. But if the consignment is b ; g. the whole 
ship or a major part of it is hired. In the latter case, the exporter 
makes an agreement with the owner of the ship. This agreement 
is known as Charter Party. The shipping order contains the name 
of the exporter, the description of goods, the amount of freight 
charges, the port of destination, the port of departure, etc. Step¬ 
ping order is of two types—(/') Ready Slipping Order in which 
name of the ship which is to carry the goods is mentioned, and (//) 
Forward Shipping Order which does not slate the name of the ship 
but mentions the time period within which goods will be despatched 
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from the Port. The exporter has to pay the freight even if he does 
not send the goods after receiving the shipping order. The freight 
so paid is known as Dead Freight. 

3. Shipping Bill : It is a bill which is prepared by the 
exporter by filling a printed form available from the customs 
office. It is prepared for submission to the customs autho¬ 
rities who assess the customs duties payable by the exporter. Three 
copies of the shipping bill are prepared one each for free goods, 
dutiable goods and coastal or bonded g'ods. The shipping bill 
contains details relating to the quantify and value of goods, the 
marks and number of packages, the name of the ship and the port of 
destination. 

Sh'pping bill should be differentiated from the shipping 
order. A shipping bill is simp'y a bill prepaied by the 
exporter while a shipping order is an order issued by the shipping 
company. The latter is an agreement between the exporter and the 
shipping company while the former involves only one party, / e , 
the exporter. The purpose of the two documents is different. The 
shipping order is prepared to order the captain of the ship to accept 
the goods specified in it on board the vessel from the exporter con¬ 
cerned. But the shipping bill is prepared for the purpose of deter¬ 
mining the customs duties payable by the expoiter. 

4. Mate's Receipt : It is a receipt issued by an assistant of 
the captain of the ship who is known as mate. It is issued alter the 
goods have been loaded on the ship in the presence of a customs 
ofTiccr. It certifies the acceptance by or delivery of goods to the 
shipping company. It also certifies that the goods were authorised 
for exports. It contains the particulars regarding the quantity of the 
goods, the number of packages, the markings etc. Mate’s receipt 
is of two types—clean receipt and foul receipt. A Clean Mate's 
Receipt is issued when the mate is fully satisfied with the packing, 
etc. of the goods A Dirty or Foul Mate's Rece : pt is issued when 
the packing or marking of goods is defective. The former carries 
no remarks while in the latter a mention is made of the defects in 
packing. 

Mate’s receipt is different from Dock's Receipt which is issued 
by the dock authorities when the expoiter brings goods in the docks 
and pay^defck dues. 

Bill of Lading and Charter Party : The agreement between 
an exporter and the shipping company for the carriage of goods is 
known as Contract of Affreightment. This contract can be of two 
types—(a) Bill of Lading; and ( b ) Charter Party. 

(a) Bill of Lading (B/L) : The bill of lading is a document in 
which the shipping company acknowledges the receipt of goods for 
carrying them to the port of destination in consideration for a 
freight. It is also a written contract between the exporter and the 
shipping company by which the latter agrees to carry the goods 
specified in it. It is also a document of title to the goods. The ship¬ 
ping cojipany hands over the goods only to the person or persops 
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—d in the bill WUof'.ading 

Stf OrSeacS 

of lading .s usually prepared expor ,er and the mate of the 

kept by the sh.pp.ng company, t P on lhe basis of which he 
-obtains^the goodsVrorn' the Saster % the ship. A bill of lad,n & 
contains the following particulars . 


(/) Name of ihe exporter; 

(//) Name of the ship; 

077) Particulars of go eds, including the 
marks, etc.; 


number of packages. 


(/v) Place of loading; 

( v ) The port of destination; 
(v/) Name of the consignee; 
(v//) Date and freight. 


A bill of lading is of two types—(/J Clean Bill of Lad ng, wh th 
indicates that the packing of goods is fully satisfactory, and1 (ti> 
Foul or Dirty BW of Lading which mentions that packing defective. 
If the exporter wants a clean bill of lading in exchange for a dirty 
or foul mate’s receipt, he has to fill up an indemnify bond agreeing 
to indemnify the shipping company for any claim by the importer 
in respect of the goods. 


Like other negotiable instruments, a bill of lading is freely 
transferable by endorsement and delivery. But if is not a negotiable 
instrument because the transferee cannot acquire a better title than 
that of the transferer. In other words, if the title of the translerer 
is defective, the title of the transferee also becomes defective even if 
the bill of lading has been transferred in good faith and for a con¬ 
sideration. Bill of lading may, therefore, be called a semi-negotia- 
ble instrument. 


(b) Charter Party (C/P) : It is a contract of affreightment 
used when the full ship is hired to send a large quantity of 
goods. It contains the following particulars : 

(/) Name of the consignor and the consignee, 

07) The port of destination and the route, 

(i/i) Time for loading and unloading the goods, 

(iV) The amount of freight, 

(v) The description of goods. 

A charter party is of two types—(/) Voyage Charter , which is 
a contract for carriage of goods for particular voyage, e.g , frotr* 
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Calcutta to London; ( 11 ) Time Charter , which is a contract for a 
particular period of time. 

DIFFERENCE BETWEEN BILL OF LADING 
AND CHARTER PARTY 


Point of Distinction Bill of Lading Charter Party 


1. When used 

2. Negotiability 

3. Types 

4. Loading-Unload¬ 
ings Timings 


It is used when some 
space in a ship is 
hired to carry a small 
consignment. 

It is freely transfer¬ 
able by endorsement 
and delivery. 

It is of two types— 
clean B/L and foul 
B/L. 

It does not contain 
timings of loading 
and unloading goods. 


It is used when the 
full ship is hired to 
carry a large con¬ 
signment. 

It is not a semi- 
negotiable instru¬ 
ment. 

It is of two types— 
voyage C/P and 
time C/P. 

It states timings for 
loading and unload¬ 
ing goods on the 
ship. 

It cannot be used as 
a collateral security 
for raising loans. 


5. Collateral Security It can be used as a 

collateral security to 
raise loans. 


6. Marine Insurance Policy : It is a policy undertaken to 
insure goods against loss or damage due to ‘peril of sea*. Goods 
sent through shipping are normally insured as the risks involved are 
high. Marine insurance policy has been described in detail in the 
previous Chapter. 

7y Certificate of Origin : It is a document certifying that 
the goods have been produced in the country mentioned in it. It is 
a proof of the genuine origin of the goods exported. Often there 
are trade agreements between certain countries under which goods 
produced in a particular country are subject, to lower rates of 
import dut' r . In such a case the customs authorities in the importer’s 
country require some proof to satisfy themselves that goods import¬ 
ed were really produced in a country which has been granted pre¬ 
ferential treatment. The certificate is signed by the exporter and 
counter-signed by an authorised person Such an authorised person 
may be a Magistrate, the Secretary of a Chamber of Commerce, 
a Commissioner of Oath. etc. The exp >rter sends the certificate of 
origin along with other documents to the importer. 

8. Consular Invoice : It is a special invoice form available 
fjom the office of the consul of the importer’s country located in the 
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♦ ,»c rnimtrv The exporter fills this form and gets it signed 
Ke consul The form contains particulars about the goods sh.p- 
h The exporter certifies the accuracy of the prices of goods. A. 
fnniul is appointed by the government of a country to look after 
h T r-d commercial interest of his country. He acts as- 
commercial envoy of his country. The consular s invoice en¬ 
ables the^mporter to obtain prompt clearance of the goods from th& 
ab *^ic authorities of his country. In the absence of such invoice, 
thfeustoms authorities take a long time in scrutinising the invoice 
and other documents to ascertain the customs duties payable 
the goods. The consular’s invoice also helps to check under-invoic¬ 
ing and over-invoicing of exports. 

9 Export Invoice : Export invoice is different from the 
consular’s invoice. It is a normal bill prepared by the exporter for 
the goods exported by him. It shows the quantity and description 
of goods, their value and the charges for freight, insurance, postage, 
etc The total net value in the bill is the amount of payment which 
the'importer is required to make to the exporter. 

10. Documentary Bill of Exchange : This has already been 
explained above. 

In addition to the above documents, some other less important 
documents are also used in export trade. Export licence letter 
of credit Railway Receipt, Customs Export Pass, Dock Challan, 
Dock’s Receipt, Freight Note, Letter of Hypothetication, Indemnity 
Bond, etc. are also used in the export trade. These documents have 
been described above. 

^i^ncedure of Importing Goods in India 


Following stages are involved in the import of goods in 
from any foreign country : 


India 


1. Obtaining Import Licence : Any person who wants to 
import goods in India must obtain an import license under the 
Import Control Order, 1955. In order to get an import licence, 
an application in the prescribed form has to be made to the Chief 
Controller of Exports and Imports along with the required fee. 
The import licenses are usually issued for a period of six months,, 
atajime. The Government of India announces lfs import policy 
after every six months. An actual user (who imports raw materials 
and machinery for use in his business) must apply through the 
prescribed sponsoring authority which certifies the requirements of 
the applicant and recommends the grant of licence. An established 
importer is. required to obtain a quota certificate also. For this 
purpose, he furnishes details of the goods imported earlier along 
with documentary evidence which includes the bill of entry, 
customs duty receipts, import invoice, income tax verification 
certificate and a certificate by the Chartered. Accountant certifying 
the value of goods imported in the particular period. Good*. 
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falling under the Open General Licence (O-G.L.) list can be imported 
by obtaining a general permission only. 

2. Obtaining Foreign Exchange : After obtaining the import 
license and quota certificate, the importer has to procure necessary 
amount of foreign exchange i e. the currency of the country from 
which he intends to import the goods. Under the Foreign Exchange 
Control Act, the importer must submit an application in the 
prescribed form along with the import license to the Exchange 
Control Department of the Reserve Bank of India through an 
exchange bank i.e. a commercial bank authorised to deal in foreign 
exchange. The exchange bank puts its endorsement on the applica¬ 
tion form The Reserve Bank of India scrutinises the application 
and if satisfied sanctions the release of a certain amount .of foreign 
exchange. Then the exchange bank opens an account in the name 
of the importer and credits the foreign exchange in this account. 

3. Placing the Indent : The next step in the import procedure 
is to send an order to the foreign exporter either directry or through 
an indent house. An order in foreign trade is known as indent. 
The name indent is derived from the old practice of cutting or 
indenting the edges cf duplicate copies of the order sent abroad 
for easy identification and to prevent substitution of these copies 
by another document. Though one can order goods directly, 
importers generally prefer to avail of the services of irdent housefe. 
Indent houses are middlemen between importers and exporters'. 
Indent house> have wide c rntacts with foreign firms who send 
the samples of their products to these houses. Their salesmen 
show these samples to intending importers and book order* from 
them. In this way indent houses supply valuable services in 
exchange to a nominal commission. In India, some big indent 
houses have their offices in important towns like Calcutta, Bombay, 
Madras, Cochin, etc. 

4. Sending Letter of Credit : If the Indian importer is not 
known to the foreign exporter and does not enjoy his confidence, he 
has to furnish a letter of ere Jit as a proof of his credit-worthine?s. 
The importer can get this letter issued in the name of the exporter 
by depositing the specific J amount of mcney or by, opening an 
acc< unt with his bank. Tne letter of credit contains an under¬ 
taking by thi batk that the bill of exchange drawn by the foreign 
dealer on the importer will be honoured on-presentation to tLe 
extent of the amount specified in the letter of credit. A letter of 
credit may be revocable or irrevocable, documentary or clean. A 
Documentary letter of Credit stipulates that the bill of exchange 
roust be accompanied by the documents of title to goods, otherwise 
it will not be honoured A clean letter of credit puts no such 
condition. 

5. , Receipt of Advice from the Exporter : Then thfc importer 
in T ndU receives information from the foreign exporter rfegai^?pg 
the •hipmeat of goods. 
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_ . Afr#*r outline the advice, the importer 

6. Obtaining Docu "' e "'*^documents of title to the goods. 

makes arrangements to obtam for the payme nt for the goods. 

For this pa [ ’.' , ' e : he h “t l . knowthe bill of exchange drawn by 
He contacts "‘‘^‘^^‘^nocuments Against Acceptance (DAA) he 
the exporter. If t accenting the bill drawn on him. In case it is 

f “ ' h ' ,m0 “' 

of the bill to obtain the documents. 


7. Clearing ,he Goods: Ah^obtajnin. the^ documents 
the impor er takes S, 'P? , ® go through the customs formalities 

a clearing agent is appointed to go wrong The se foinia , itjes 


which'are nfcessar^forgetting the goods cleared. These fo.malities 
are as follows 


W the importer 

a" S has°bttn p l S 

by^the ^ 

ment on the back of the bill of lading. 


. (b) Port Trust Dues Receipt : The importer then presents one 

a ?„ f s is tT,; ss waftr ssr- “ % 

s»*a?K ssssrusas a - 

ouantity, description and value arc entering into the country 
from abroad. Three copies of the Bill of Entry are drawn one each 
for (i) Free Goods, i.e., goods exempt Horn cus ' OI "* J ull “: 
Goods for home consumption, and !<»/) bondcd , f 0 ° ds a R n ^r 
importer does not know the particulars to goods, he nils a Hill oj 

Sight according to his knowledge. 


( c) Payment of Customs Duties : One copy of the Port. Trust 
Dues •Receipt and two copies of the Bill of Entry are submitted to 
the customs office. The customs authorities determine the customs 
duties pavable by the importer on the basis of these documents. On 
payment of the customs duties, these documents are returned to 
the importer. 


(d) Taking Delivery of the Goods : Then the clearing age nt 
takes delivery of the goods from the Ship by presenting the Delivery 
Order, the Bill of Entry and the Port Trust Dues Receipt. After 
this, the clearing agent despatches g'cds to the importer by 
railways. : He also sends advice of the despatch cf goeds a’org with 
the‘Railway Receipt and the bill for his commission and charges. 
The importer then takes delivery of the goods fre m the railways 
and makes payment to the clearing agent. 
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Documents used in Import Trade 

1. Indent 

2. Import Licence 

3. Letter of Credit 

4. Bill of Lading 

5. Port Trust Dues Receipt or Port Trust Challan 

6. Bill of Entry or Bill of Sight 

7. Foreign Bill of Exchange or Documentary Bill of 
Exchange 

8. Delivery Order 

9. Marine Insurance olicy. 

These documents have been described above. 

STATE TRADING CORPORATION OF INDIA 

The State Trading Corporation of India, Ltd., (STC) was set 
up on 18th May, 1956 as a government company under the 
Companies Act, 1956. The Corporation was registered with an 
authorised capital of Rs. 1 crore divided into l.uO.OOO equity shares, 
of Rs 100 each. The initial paid-up capital was Rs. 5 lakhs. The 
authorised capital and the paid-up capital were raised to Rs 5 
crores and Rs. 2 crores respectively in 1959. The entire share 
capital has been subscribed by the Government of India. The 
Corporation is managed by a board of directors consisting of official 
and non-official members. The day-to-day administration is under 
the control of the Managing Director appointed by the Government 
of India. 

Objectives 

The STC was set up with the following objectives : 

1. To organise and effect exports from and imports into India 
of all such goods and commodities as the Corporation may from 
time to time determine; 

2. To purchase, sell and transport in such goods and 
commodities in India or elsewhere in the world; 

3. To do all such other things as are incidental or conducive 
to the attainment of the above. 

While pursuing these objectives, the Corporation is expected 
to develop new markets for Indian goods, to expand and diversify 
the country’s export trade and to ensure regular imports of essential 
raw materials at reasonable prices. 
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Sanctions 

To achieve the above objectives, the Corporation performs the 
following functions : .......... 

1 Arranging for export of such commodities in which bulk 

Handling a^d long-term contracting are advantageous. 

2 Facilitating exports of commodities which are otherwise 
difficult to be sold in the foreign market. 

t Ensuring implementation of trade plans by developing trade 

relations with countries having their own state tradmg organisations 
or otherwise marked under special trade agreements. 

4 Organising production to meet export demands and help¬ 
ing product^ unit! to overcome shortage of raw materials and 
other requirements to meet export orders. 

5 Procuring at reasonable prices and holding stocks of 
goods necessary to maintain production of articles with large 
foreign demand. 

6 Developing new lines of export by participation in inter- 
national fairs and exhibitions, opening trade centres, marketing 
surveys abroad and establishing direct contacts with various 
purchasing agencies abroad. 


Review of Working 

The STC has completed 25 years of its working. During 
this period, the Corporation has played an outstanding role in 
diversifying India’s exports and in developing new lines of exports 
like shoes, handicrafts, fruit juices, tobacco, lemon, onions, woollen 
fabrics, razor blades, railway wagons, etc. The total volume of 
direct trade has increased from Rs. 9.19 crores in 1955-57 to 
Rs. 211 crores in 1969-70 covering more than 108 products. The 
indirect trade i.e. private trade assisted by the STC has increased 
from Rs. 19.48 crores in 1957-58 to Rs. 43.64 crores in 1964-65. 

The total exports of STC rose from Rs. 6 crores in 1956-57 
to Rs, 96.8 crores in 1971-72. Its imports during the same period in¬ 
creased from Rs. 3 crores to Rs. 220.7 crores. The Corporation 
continued to arrange for imports of capital goods, industrial raw 
materials, art silk yarn, raw wool, etc. Its foreign trade now ex¬ 
tends to more than 62 countries. The STC has entered into Link 
Agreements with socialist countries and into bilateral trade agree¬ 
ment with East European countries. Until the setting up of the 
Minerals and Metals Trading Corporation of India Ltd., it used to 
deal in minerals and metals trade. 

The Corporation has set up over 20 offices in foreign countries 
to serve the overseas customers. It has constituted 40 consultative 
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committees to advise on import plannings. It has set up a sub¬ 
sidiary known as Handicrafts and Handloom Export Corporation to 
promote and develop the export of Indian handicrafts. It has 
subscribed one-third of the total capital of the Indian Motion 
Pictures Export Corporation to boost the exports of Indian.Films. 
The Corporation provides assistance to small scale industries under 
the scheme of‘Exports Aid to Small Scale Industries (E.A.S.I.)'. it 
has assisted more than 300 small scale firms under this scheme. 

MINERALS AND METALS TRADING CORPORATION 

OF INDIA 


The Minerals and Metals Trading Corporation of India 
(MMTC) was set up as a private limited company on 26th Septem¬ 
ber, 19.>3 under the Companies Act, 1956 to take over from the 
S TC the foreign trade in minerals and metals. The Corporation 
was established to promote trade in metals and minerals. The ' 
MMTC provides the following types of facilities for the augmen¬ 
tation of trade in minerals and ores : 


1. Providing railway siding to serve a group of mines. 

2. Providing handling facilities at the railway station. 

3. Providing weigh bridges at loading stations and at ports. 

4. Providing mineral loadings facilities at ports. 

5 Providing freighters, barges and canal boats. 

6. Supplying machinery on hire purchase basis. 

7. Installing washeries for improving the quality of ores. 

8. Providing loans to the suppliers of ore against long-term 

contracts. • •» 


9. Developing road transport and providing advance types 
of heavy duty vehicles not within the means of individual 
. mine owners. 


The MMTC set up Meca Trading Corporation to promote 
exports of meca from the country. The Corporation helps; private 

in Th nd MLx^ W k ma j ketS . f0r J new i,ems and in developing 

old ones. The MMTC has developed export capacity of iron and 
manganese ores and ferro-manganese slag by rationalising rail move¬ 
ments. It helped in expanding the capacity of existing ports ana 
in opening new ports. y 


EXPORT CREDIT AND GUARANTEE CORPORATION 

_ , ** Export R, l 1C ln ? ur j? ncc Corporation was set up on 30th 
July, 19.7 to cover the risks faced by Indian exporters. It was felt 
over the years that the Corporation’s efforts were not of sufficient 
help to the exporters in the country. The Government of India 
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• a Studv Group in May, 1962 to investigate into and 
appointed a ^ cial problems of exporters. The Group headed 
report upon the £ nc'* P t| chairma n of the Industrial Finance 
by Mr. K.P. Ma hrain me^ en Janunry, 1%3 , Qn the 

Corporation of India sut.mn.ea (he Export credit and 

recommendation^ [ * h (ECG C) was set up as a Government of 

Guarantee Corpor January, 1964. The Corporation took 

India undertaking Fxnort Risks Insurance Corporation. The 

er ‘he business^ ^ Mlnistry f - 

Corporation is u ‘ . a board of directors consisting of the 

representatives of the Centra* Government,industry, trade, banking # 

and insurance. 

Functions 

The main functions of the ECGC are as follows : 

1 insurance of Export Risks : The Corporation provides 
rarities to cover various' types of risks faced by Indian 
fa The risks covered are normally those not covered by 
Insurance companies* It insures the commcrial, political and credit 
risks of exporters. It pays 80 per cent of the loss incurred by expor¬ 
ts on account of commercial risks arid 85% of loss on account of 
political risks. The commercial risks covered are insolvency of the 
overseas buyer; the buyer’s protracted default to pay for the goods 
accepted by him; and the buyer’s acceptance to failure of the goods. 
The political risks covered are (a) the war. revolution or civil distur¬ 
bances in the buyer’s country; (b) the restriction on remittances 
in the buyer’s country or any Government action which may block 
or delay payment in rupees to the exporter; (c) new import licen¬ 
sing or restrictions or cancellation of a valid import licence in the 
buyer’s country; (d) cancellation of export licence or imposition of 
new export licensing restrictions in India; (e) additional handling, 
transport or insurance charges due to interruption or diversion of 
. voyage which cannot be recovered from the buyer; and (f)any 
other cause of loss occuring outside India, not normally insured by 
commercial insurers and beyond the control of the exporter or the 
buyer. 

The Corporation insures exports of goods as well as services. 
It provides different types of policies to suit the varying needs of 
exporters. It provides standard policies to protect exporters against 
the risks of granting credit to overseas buyers. It also provides 
special policies. An exporter may either take a Comprehensive 
Risks Policy covering both political and commercial risks or may 
secure only a political risks policy. He may choose either of the 
followings : 

(a) Contracts (Comprehensive Risks) Policy; 

(b) Shipment (Comprehensive Risks) Policy; 
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(c) Contract (Political Risks) Policy; and 

(d) Shipment (Political Risks) Policy. 

.Risks in exports on consignment basis and risks arising from* 
increase of freight and insurance are covered by an appropriate 
endorsement on the Comprehensive Risks Policy for a little extra 
premium. Through its Services Policy, the ECGC now covers' 
a wide range of payment risks incurred by rendering technical, 
professional and other services to foreign firms. 

2. Financing of Exports : The Corporation provides finance 
and credit to exporters in the following ways : 

(a) It furnishes financial guarantees to banks against the 
risks insured in providing credit to importers. Through these 
guarantees, the ECGC enables exporters to get adequate credit 
facilities to expand their business. The guarantees cover packing 
credit, post-shipment credit, export finance and export performance. 

(b) It operates a Import and Export Stabilisation Fund t6’ 
cover fluctuations in exchange rates. 

(c) It provides export credit guarantees in foreign currency to 
facilitate imports for meeting export Orders. 

(d) To discount bills arising out of exports, the Corporation 
offers upto 100 per cent of the value of shipping documents. 

( e) It extends pre-shipment credit at low rates of interest. 

( f) It provides stlch supplementary credit facilities as are 
essential for the promotion of exports. 

Evaluation of Working 

The ECGC has proved a boon to Indian exporters. Its 
insurance policies and guarantees enable thfem to raise liberal credit 
from banks. The Corporation-has diversified its operations. It 
has opened branches at Ludhiana. Bangalore and Cohin in addition 
to its offices in Bombay. Calcutta, Madras and New Delhi. The 
Corporation has formulated a scheme to cover Indian investments 
abroad to promote exports of large capital projects. It has set up a 
Credit Information Agency to help Indian exporters in finding out 
the credit-worthiness of prospective importers. 

The working of the Corporation during 1978-79 showed an 
increase both in the number of policies and guarantees issued and 
the value of the risk covered The number of policies and 
guarantees issued increased from 7197 in 1977-78 to 7827 in 1978-79. 
The value of risk covered rose from Rs. 3706.3 crores in 1977-78 
to Rs. 4409.0 crores in 1978-79. The Corporation now covers about 
15 per cent of India’s total exports. 
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The Corporation has been criticised on the ground that its 
IDc ^ or P . - . a ccordine to some exporters, the cost of 

lr?C “co'ver adds S' tht cost of exports and reduces the already 
ECGC U - in r The Corporation is facing certain problems, 
narrow margins, in £ i s voluntary so that majority of the 
Insurance cove for exports is ^‘“^corporationis burdened 

ufflfbad 8 risks as exporters with low credit are the main buyers of 
with bad risks a P Corporation’s operating expenses are 

I'TooSS should help the Corporation in solving its 

problems and in improving .he efficencyofoperaHons ,f the goal 

of self-reliance through exports is to be achie\ed. 

~ v-ar 1078-79 the Corporation introduced three 

ye whole Turnover Post-shipment Guarantee, 

S^ciaSeme for Small Scale Exporters and Overseas Investment 

Insurance. 
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UMVERSITY QUESTIONS 


1. Outline in brief the procedure for export of goods from Ijdia, notic¬ 
ing the important documents involved. (XJcim, \n\) 

2. Explain briefly the different stages through which an export transac¬ 
tion has to pass in the usual course. Explain the methods by winch 
an exporter may obtain payment for goods shipped abroad. 

(Delhi, 1974) 

3. Name and explain the important documents involved in export of 

goods from India. (Delhi, 1975) 

4. Explain the following terms relating to fort ign trade : 


5. 

6 . 


(a) HU of Lading. 

(b) Charter Party. 

(c) Certificate of Origin. 

(d) Consular Invoice. 

(e) Bill of Entry. 

(f) Export Credit Guarantee. 

(g) Dock Cliallan. 


(Delhi, 1979) 

(Delhi, 1979) 

(Rohtak, 1977) 
(Delhi, 1973, 75) 
(Rohtak, 1977) 


Describe various stages through which an export transaction has to 
pass. What are the important documents involved ? (Delhi, 1910) 

I istirguish between : 


(a) Bill of Lading and Charter Party. (Delhi, 1972, 75, 76. 78, 80) 

(b) Import and Export. (Delhi, 1980) 

(c) Documents against Payment Bill and Tocuments against Accept¬ 
ance Bill. (Delhi, 19v 0) 

(d) Shipping Order and Shipping Bill. 

(e) Letter of Credit and Letter of Hypothetication. 

(f) Mate’s Receipt and Dock’s Receipt. 

(g) Export Invoice and Consular Invoice. 

(h) Forwarding Agent and Clearing Agent. 





Part V 

FINANCE FUNCTION 


1. FINANCIAL PLANNING 

2. SOURCES AND METHODS OF FINANCE 

3. SPECIAL FINANCIAL INSTITUTIONS 

4. THE SECURITIES MARKET 
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Financial Planning 

(Capitalisation and Capital Structure) 


One need, mone, » »•*?\5SSSU' 

business and m0 " ey n ' es business Sit. A business firm requires 
of funds m and out-° fa ” S! *“'continue operating and for 
finance to commence it: oper d uction an d consumption 

and distribution. 

Nature of Finance Function 

Finance is now a major operating function in business. Sound 

and unsound financing drives a firm into bankruptcy. Mistakes in 
financing are a common cause of business failures. 

Finance has very aptly been described as the “art and science 
of raising and spending money." 1 ‘Business finance involves the 
acquisition and constructive use of funds to meet li } e " eeds 
objectives of business firms. It has broadly been defined as the 
activity concerned with the planning, raising, controlling and admi¬ 
nistering of the funds used in business.”■ In the words of Paish, In 
a modern money using economy, finance may be defined as the 
provision of money at the time it is wanted.” 3 According to Wheeler, 
business finance is “that business activity which is concerned with 
the acquisition and conservation of capital funds in meeting the 

1; P.G. Hastings . The Management of Finance, p. 3. 

2. Guthman and Dougall; Corporate Financial Policy, p. 1. 

3. F.W. Paish : Business Finance, p. 3. 
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financial needs and overall objectives of business enterprise.” 1 Iq 
other words, “finance is that administrative area or set of adminis¬ 
trative functions in an organisation which relate with the arrange¬ 
ment of cash and credit, so that the organisation may have the means 
to carry out its objectives as satisfactorily as possible.” 2 Business 
firms arc of various types but the dominating form is the company 
organisation. Financial problems of corporate enterprises are 
collectively known as ‘corporation finance’ which is a branch of 
business finance. Provision and administration of funds in industrial 
enterprises is known as ‘industrial finance*. Business finance is 
very wide in scope, it embraces the financial plans and policies, 
sources and methods of finance, legal instruments used in obtaining 
funds, methods of selling securities, administration of income, 
expansion, reorganisation of firms, etc. 

Objectives of Finance Fonction 

The finance function in business seeks : 

(/) to ensure regular and sufficient supply of capital required 
by the business; 

(j7) to create a sound and economical combination of 
corporate securities; 

(i'ii) to ensure best possible utilisation of capital according to- 
the principles of liquidity, profitability and safety; 

(ir) to ensure a fair rate of return to the suppliers of capital; 

(v) to coordinate the activities of the finance department with 
those of other departments of the firm. 

SCOPE OF BUSINESS FINANCE 

Major areas of business finance may be described as under : 

1. Financial Planning 

In order to ensure the availability of the right amount of 
funds at the required time and in the right form, sound policies 
and practices are required. Financial planning involves the determi¬ 
nation of objectives, policies and procedures relating to the function 
of finance. Profitability, liquidity and solvency are the main objec¬ 
tives of financial planning. Financial policies and procedures are 
broad guides in the procurement, administration and disbursement 
of funds. A sound financial plan should be simple, foresighted, 
flexible, liquid and economical. It must provide adequate control 
to ensure independence of management. A sound financial plan is 
based upon the needs and earning capacity of the particular firm. 

1. B.O. Wheeler : Business : An Introductory Analysis. 

2. Howard & Upton : Introduction to Business Finance. 
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^ nlannine involves the creation and maintenance of a 

Sound finanaal Panning d ita! structure so as to achieve 

The main issues involved in financial 

planning are: 

w irs™ js£S H^SinSS 

capital re ^ u ‘ re ^ | e , nt l lfure n eeds should be estimated and sufficient 
Both present and (“*"£ fo 7bo,h longterm and short term needs 

liWpii 

•financial needs is described later in this chapter. 

(b) Composition or form of capital : Once the*t<J 

ii 

the type and relative proportion of securities to be issued.. T 

necessary to evolve a safe and economical capital structure. I he 

financing decision involves formulation of the best financing mix. 

(c) Administration of funds : Policies must be laid down for 
the proper utilisation and disbursement of finance. Such policies 
help in continuous success and survival of the firm. 


2 . Procurement of Funds (Raising Funds) 

The central problem of finance is to keep the business supplied 
-with adequate funds. It involves keeping in touch with the capital 
market, making negotiations, selecting right sources of funds, 
■deciding the time of floatation and methods of issue of securities 
and securing funds according to established financial plans. 


3. Utilisation of Funds (Capital Budgeting) 

Effective use of procured funds involves proper allocation for 
different needs, disbursement and retention of income. It embraces 
important areas like capital budgeting, dividend policy, financial 
adjustments, etc. Investment for long term funds should be decided 
through a careful assessment of various alternative uses so as to 
optimise return on investment. Investment decisions should be based 
upon the principles of safety, profitability and liquidity. 


4. Disposal of Surplus 

Allocation and use of income is an important area of financial 
management. It involves decisions with respect to ploughing back of 
profits, dividend policy, creation of reserves, etc. Such decisions are 
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made on the basis of the volume and trend of company’s earnings, 
needs for replacement and expansion, market trends, taxation policy 
of the government, etc. 

5. Management of Cash 

Sufficient amount of cash must be available at all times to pay 
wages and salaries, to purchase raw materials, to pay off creditors 
and to meet day-to-day expenses. Availability of cash is necessary 
to ensure liquidity and to maintain credit worthiness of the com¬ 
pany. Excess or idle cash must be avoided. A cash flow state¬ 
ment should be prepared to find out the needs for cash from time to 
time. 

6. Financial Controls 

Evaluation and control of financial performance is an import¬ 
ant part of the finance function. Return on investment, budgets, cost 
data, internal audit, financial reporting, ratio analysis and break¬ 
even’analysis are the important tools of financial control. 

Financing is thus a very broad function requiring knowledge 
of different functional areas of business. “Possibly no other 
functional area of business is so intimately interrelated with other 
areas (production, marketing, personnel, accounting, etc.) of 
business as is the financial function. The successful financial man in 
business must not only be a ‘moneyman’, he must be a business- 
man.“ 1 

Estimating Capital Needs 

Before deciding the sources of finance, the capital requirements 
of the firm should be estimated accurately. Correct determination of 
capital requirements is necessary to arrive at a fair capitalisation 
and to avoid the problems of over-capitalisation and undercapitali¬ 
sation. The total capital required in a business enterprise can be 
estimated on the basis of following needs for finance : 

1. The cost of fixed assets like land and buildings, plant and 
machinery, furniture and fixtures, etc. 

2. Amount invested in current assets, such as stock, debtors, 
and cash and bank balances required for day-to-day expenses. 

3. Cost of intangible assets, such as goodwill, patents, etc. 

4. Cost of financing which includes expenses of printing and 
publishing prospectus, application forms, etc., underwriting 
commission, listing charges and brokerage. 

5. Expenses of promotion and incorporation, e.g., preliminary 
investigation ; engineering, accounting, marketing and legal fees r 

1. Hunt, William and Pearson : Basic Business Finance, p. 5. 
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CAPITALISATION 

.. ation . is used in two different senses. In 
^vt^twise capitalisation implies the sum total of capital 

the restricted sens , api d long . term securities and borrow- 

stcck and funded debt. « ';„ date and the surplus not meant for 

,n g s outstanding on ce ta ; “the term capitalisation or 

distribution. In the woraS n O udes ^ ^ and debt 
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refers to the total accour » debt „ Acc0 rding to Gerstenberg, 

“Salis?tion comprises of (i) ownership funds which include 
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capital siock _diiu _nr cimilur evidences of 


(nfborrowed funds which consist of bonds or similar' evidences of 
long-term debt." 1 In this sense, capitalisation is the aggregate of all 

tvoes of long-term investment in a company. More specifically, 1 

consists of (a) par value of equity and preference shares, (b) value of 
bonds and debentures and other ‘creditorsh.p secunties’ which are 
outstanding, (c) amount of long-term loans, and (d) the value of 
capital surplus and retained earnings which are not to be distributed. 
The term capitalisation thus sums up the permanent investment in a 
company. 

In its wider sense, the term capitalisation refers not only to the 
amount of long-term funds but also includes the various types of 
securities issued and the relative proportion between them. It also 
includes the process of fixing the value of an enterprise. 


According to the broader interpretation, capitalisation 
embraces both the composition or character of the structure as well 
as the amount. It includes the amount of capital to be raised, the 
securities through which it is to be raised and the relative propor¬ 
tions of the various classes of securities to be issued and also the 
administration of capital.” 2 It is thus considered as equivalent to 


1. Gerstenberg : Financial Organisation and Management of Business, p. 72 

2. Husband and Dockery : Modern Corporation Finance, p. 178. 
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financial planning. In this book the term will be used in the narrow 
sense to refer to only the amount of permanent investment or in its 
quantitative aspect. The form or composition of the amount is 
referred to as the capital structure. 

Capitalisation is different from capital. The share capital of a 
company refers to the total paid-up value of shares issued by it. 
Capitalisation, on the other hand, refers to the par value of both 
shares and debentures besides surplus and long-term borrowings 
Capital is thus one part of capitalisation. Moreover, the term 
capitalisation is used only in relation to companies and not in 
respect of sole proprietorships and partnership firms as it denotes 
the value of long-term securities issued by a company and surplus 
not meant for distribution. 

^BZsis of Capitalisation 

There are two well recognised theories on the basis of which 
capitalisation may be calculated : 

ifost Theory 

According to this theory, the value or capitalisation of a 
company is determined by the actual costs incurred in the setting 
up of business as a going concern. It is the aggregate of the cost of 
fixed assets, current assets, promotion and establishment expenses 
and the cost of intangible assets. Total outlay incurred originally 
becomes the amount of capitalisation. The theory is simple and 
indicates the amount of funds to be raised initially. It is, therefore 
a good guide for a new company. But the original investment does 
not change with earnings and fails to reflect the true worth of the 
company. Some of the assets may become obsolete or remain idle 
and underutilised but the capitalisation remains the same. In such 
a case the company fails to pay a fair rate of return and the 
intrinsic worth of the company falls below its book value. The 
assets may be acquired at inflated prices and the figure of capitalisa¬ 
tion may exceed the real worth of investment causing over- 
capitalisation. The true worth of a company is dependent on its 
earning capacity and the assets are worth what they earn. The 
theory does not take into account the future needs of business. 
Moreover, the cost estimates are made at a point of time and do 
not reflect price level changes. Cost theory is, therefore, unsuitable 
for well-established and growing companies and those with unsteady 
and irregular earnings. 

' Earnings Theory 

Under this theory, the capitalisation is the capitalised value of 
estimated average earnings. The expected earnings are found by 
preparing an estimated profit and loss statement for a few years. 
Then the fair or average rate of return is calculated by studying the 
earnings of other companies in the same industry. The rate when 
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OVER-CAPITALISATION 

A company is said to be over-capitalised when the amount of 
■ securities (capital and debt) outstanding exceeds the real value of its 
assets, or when the company’s earnings are, over a period of years, 
inadequate to yield a fair return on the securities issued. A corpo¬ 
ration is said to be over-capitalised when its earnings are not large 
enough to yield a fair return on the amount of stocks and bonds 
that have been issued or when the amount of the securities out¬ 
standing exceeds the current value of the assets." 1 Ovef-capitalisa- 
tion arises when the earning power of the company is insufficient 
to yield a fair return on its securities and when the real value of 
business falls below the book value of outstanding securities. In 
•other words, if stock is issued to an amount which is in excess ot 


1 . C. W. Geistenberg : 
Business, p. 278. 
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capitalised earning power of a company, it is said to be over¬ 
capitalised and its stock is said to be watered. An over-capitalised 
concern does not earn a fair rate of return on its assets and its 
securities sell below par. That part of capitalisation which is 
not represented by assets is superfluous or redundant. Over- 
capitalisation, however, does not necessarily mean excess of capital 
In fact, an over-capitalised concern may be short of funds. The 
state of over-capitalisation indicates rather the under-utilisation of 
assets with consequent fall in earnings and security prices. An 
over-capitalised firm is persistently unable to earn the prevailing rate 
of return on its outstanding securities and the real value of shares 
is less than their book value. The earning capacity of the company 
does not justify the amount of permanent investment in it. For 
instance, if the average earnings of a company are Rs. 1 lakh per 
annum and the fair rate of return is 10 per cent, the figure of 
capitalisation should be Rs. 10 lakhs. If the capitalisation of the 
company is 15 lakhs, it will fail to pay a fair return and will be 
said to be over-capitalised- 

Watered Stock 

The excess of total capitalisation over the real value of long; 
term assets is known as ‘watered capital*. Water in the capital 
implies that the capital is not represented by assets of equal value. 
“When stock is issued in excess of the actual value of the assets, it 
is said to be watered, that is issued against water or fictitious- 
values.** 1 Watered stock arises because assets are acquired at 
prices higher than their real worth. For example, a patent may be 
worth Rs. 1,00,000 but may be acquired by issuing securities worth 
Rs. 1,25,000. There arises thus a watered stock of Rs. 25,000. 
Similarly, promoters might be paid unduly high price or goodwill 
may be purchased from vendors at an exhorbitant price. “Watered 
stock is thus the stock issued without the receipt of an equivalent 
amount of assets by the corporation ; the stock represents only 
water.*' 2 

Watered stock may lead to over-capitalisation, but the two are 
not synonymous terms. There are following differences between 
watered stock and over-capitalisation. 

(/) Watered stock arises normally at the time of the promo¬ 
tion of a company, while over-capitalisation can be found only 
after the company has operated for a few years. 

(//) A' company may have water in its capital but if its 
earnings are sufficient to yield a fair return on securities issued, it 
will not be over-capitalised. Jn spite of water in its stock, its- 
capitalisation is justified by its earning capacity. 

1. Kenneth Field : Corporation Finance, p. 73. 

2. C. C. Bosland : Corporate Finance and Regulation, p. 42. 
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first case shareholders do not receive promised dividends and in the 
second case return is less than fair. 

(«) A company may be promoted will: inflated or mcrvahicd 
assets This may happen when an unduly high price has been paid 
To The vendors for goodwill, etc It may happen also because the 
company is promoted during a boom when prices are abnormally 
high. In both the cases, the real value of the company is below 
its book value and earnings do not yield the normal rate of return 
on investment. 

(//#*) A company may incur heavy promotion and establishment 
expenses. Such expenses do not add to the earning capacity of a 
company but become a dead weight in its working. 

(iv) Improper depreciation policy is another cause of over- 
capitalisation. A company may not make sufficient provision for 
depreciation and replacement of assets. This reduces the earning 
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capacity of the company and it finds it difficult to pay a fair return 
to the investors. 

,. •j Another factor responsible for over-capitalisation is liberal 

.dividendpolicy. The policy of paying high dividends reduces the 
reserves and provisions. The book value of shares becomes higher 
than their real value in due course of time. Even essential provisions 
may be neglected that adversely affect efficiency of the firm. 

(vi) Heavy taxation policy may also lead to over-capitalisaticn. 
High taxes leave little funds at the disposal of the company. It 
becomes difficult to pay a fair return to the investors and there mav 
be shortage of funds. J 

(vii) Over-capitalisation may also arise when funds are borrowed 
at exhorbitant rates of interest. When large amounts of funds are 
borrowed at interest rates higher than the rate of earnings, the 
earnings left after payment of interest are inadequate to yield a 
fair return on investment. Consequently the real value of shares 
falls below their book value. 

(r//7) There may be an unforeseen fall in the earnings of the 
company due to which a properly capitalised company may become 
over-capitalised. Government may put legal restrictions on prices, 
exports, etc. 

(.\v) Over-capitalisation may also arise when a company 
raises funds in excess of what can be profitably employed . This 
may be unintentional due to errors in financial planning. This may 
also be intentional, e.g., to take advantage of expected business 
opportunities which may never materialise. Inefficient and extra¬ 
vagant management may also lead to over-capitalisation. 

Effects (Evils) of Over-capitalisation 

On the Company : An over-capitalised concern suffers from the 
following limitations : 

(a) Failure to pay fair return causes share prices to fall below 
par. Company finds it difficult to raise new capital due to loss of 
investors' confidence in it and weakened credit standing. Reduction 
in goodwill reduces the business prospects of the company. 

(b) To put up a better show, management may neglect main¬ 
tenance and replacement of assets. This reduces the efficiency of 
the concern, further aggravating the problem. 

(c) To maintain their position, the directors and others try to 
conceal the inefficiency of the firm. They may indulge in question¬ 
able practices, such as window-dressing of accounts, declaration of 
dividends out of unearned surplus, etc. 

(d) Due to poor credit-worthiness, the company has to 
borrow money at high rates of interest for financing extensions and 
improvements. 
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lowering the quality of its products. 

(c) The company finds it difficult to stand competition and 
may have to close down ultimately, caus.ng unemployment and 
uncertainly in the country. 

(d) Reckless speculation in its securities spoils operations on 
the stock exchange. 

(e) Resources are misutilised. Uneconomical use of assets 

retards economic growth and results in raisallocation and wastage 

of national resources. 

(/) Over-capitalisation generally creates a bad ethical atmos-- 
phere in the industry. Public confidence in industry is shaken and 
even legitimate concerns may find it difficult to obtain capital at 
reasonable terms. Industrial activity as a whole suffers a great 
setback due to depressing effect on the economy in general. 


Remedies for Over-capitalisation 


An over-capitalised concern is like an extremely fat person and 
must cut down all its dead weight to avoid premature death. The 
main remedies are : 

1. The amount of capital stock should be reduced either by 
the cancellation of a certain proportionate number of shares or by 
reducing their par value. 
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2. Interest rate on debentures may be reduced with the con¬ 
sent of debenture-holders. In place of old debentures, new deben¬ 
tures carrying a lower rate of interest may be issued. 

3. Cumulative dividend on preference shares may be cancelled 
and the rate of divident on them may be reduced. 

4. Long-term borrowings carrying higher rates of interest may 
be redeemed out of existing resources. 

5. Profits for a number of years are fully ploughed back. 
This will make up the deficiency in provisions for depreciation, etc. 
The efficiency of the various resources can be increased and admini¬ 
strative expenses may be cut down to improve the earning power of 
the company. 

Over-capitalisation is not easy to be rectified as the factors 
causing it often remain partially active. In many cases, over-capita¬ 
lisation and excessive debt are found together so that the correction 
of the former must involve the latter also. A complete reorganisation 
or reconstruction is the best remedy for the malady of over-capita¬ 
lisation. 

u UNDERCAPITALISATION 

Under-capitalisation is the opposite of over-capitalisation. It 
implies that the real value of the company is greater than its book 
value. A corporation is also said to be over-capitalised when the rate 
of profit is exceptionally high in relation to the return enjoyed by 
similar companies in the same industry. According to Gerstenberg, 
“A corporation may be under-capitalised when the rate of profit 
it is making on the total capital is exceptionally high in relation to 
the return enjoyed by similarly situated companies in the same 
industry or when it has too little capital with which to conduct 
business.” 1 An under-capitalised concern earns consistently higher 
than the prevailing rate of return and the real value of its fixed 
assets is greater than the par value of its capital stock and long 
term borrowings. Its earning capacity justifies a higher capitalisa¬ 
tion and its securities sell above par value. Under-capitalisation 
does not necessarily mean shortage of capital. It denotes rather 
unusually efficient utilisation of invested resources. 

Causes of Under-capitalisation 

Under-capitalisation is the result of the following factors : 

(i) Promoters may under-estimate future earnings or may 
over-estimate the rate of capitalisation. If the earnings prove to be 
higher than anticipated or the fair return comes to be a lower figure, 
the original figure of capitalisation will be less than the justified 
amount. The company will thus become under-capitalised. 

1 C. W. Gerstenberg : Financial Organisation and Management of Busi¬ 
ness, p. 190. 
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M Maintenance of exceptionally high efficiency through sound 
manacernent may also cause undercapitalisation. This will enable 
the co g nc«n to earn more than the normal return on its investment 
and its real value may exceed the book value. 

Effects ofUnder-capitalisation 

Under-capitalisation may increase investors’ confidence in the 
company. Due to high earnings shares sell above par and credit- 
worthiness may be high. But undercapitalisation is not an unmixed 
blessing. It leads to the following evils : 

(a) High returns on investment may create speculation in 
securities. Management may manipulate share prices for personal 
gains by manipulation of accounts. This may result in the exploi¬ 
tation of the uninformed shareholders. 

(b) High prices reduce marketability of securities. 

(c) High earnings may encourage severe competition and the 
management may become complacent. 

(d) Heavy profits may prompt the employees to demand 
higher wages and better amenities. There may be industrial disputes 
on this matter. 

(e) Consumers may be led to believe that they are being ex¬ 
ploited and may agitate for a reduction in prices. 

(/) Heavy profits may attract heavier taxes and other con¬ 
trols by the government. Under-capitalisation may also spoil the 
image of ihe firm. 

Remedies for Under-capitalisation 

(/) Increase in Par Value : Old shares may be replaced with 
new shares with a higher par value, through the revaluation of assets. 
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This will reduce percentage earnings and dividends. But it is seldom 
done as increase in par value affects the marketability of shares and 
does not reduce the amount of dividend per share. 

(//) Stock Split-up : To reduce dividends and market value 
per share, each share may be subdivided into two or more shares. 
But this is a radical measure and does not affect the total capita¬ 
lisation. 

(ill) Bonus Shares : The most common remedy is to capitalise 
surplus. Accumulated profits are distributed in the form of bonus 
shares. This will increase the amount of share capital and lower 
the rate of dividend. Large cash dividends also help in correcting 
the situation. 

(iv) Where an under-capitalised concern suffers from shortage 
of funds, new securities may be issued. 

Let us now compare over-capitalisation and under-capitali¬ 
sation. This can best be done with the help of an example. Suppose,. 


following is the balance sheet of a company : 

Rs. Rs. 

Share Capital 2,00,000 Goodwill 1,00,000- 

Debentures 1,00,000 Land & Buildings 2,00,000 

Sundry Creditors 50,000 Cash 15,000 

Debtors 35,000 


Rs. 3,50,000 


Rs. 3.50,000 


The capitalisation of this company is Rupees 3 lakhs (share capital 
debentures). Suppose the fair return in the industry is 10%. If 
the average annual earnings of the company are Rs. 30,000 and 
goodwill and land and buildings are really worth Rs. 3 lakhs, the 
company is fairly capitalised. If the earnings are less than Rs. 30,000 
or the real value of the first two assets is less than Rs. 3 lakhs, there 
is over-capitalisation. On the other hand, when the earnings exceed 
Rs. 30,000 or the real value of fixed assets is greater than Rs. 3 
lakhs, the company is under-capitalised. 

In practice, over-capitalisation is more common than under¬ 
capitalisation. Both over-capitalisation and under-capitalisation are 
undesirable and should be avoided. The aim should be fair capita¬ 
lisation. But over-capitalisation is a greater evil than under-capitali¬ 
sation. This is because over-capitalisation brings no gains while 
under-capitalisation creates high earnings, higher price to share¬ 
holders, and increased prosperity for the nation. Moreover, the 
remedy for over-capitalisation is more painful. Everybody has to 
sacrifice something to restore the health of the company but the 
shareholders are the worst sufferers. They have to surrender a large 
part of their investment at the time of reconstruction of the 
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it rather brings windfall ga der . capita ij S ation is similar to an 

is like excessive fat while t0 face a premature death, 

undernourished person. Bo ita | ised su ff e rs disadvan- 

Howevcr, “the ^"doJ than those of the under-capitalised as 
tages which are more serious 0ver . ca pitalisation is thus a more 
they are less easily remediable under . ca pitalisation. It 

putsa^grea^erswai^on'Se financial structure of a business concern. 


/^—"CAPITAL 


STRUCTURE 


-Another important 

Capitalisation or amount^ of ^ ? w hile capital structure is the 
tative aspect ot financial P t £ nberg , “capital structure means 
qualitative aspect. To quo « am0U nt of long-term financing, 
the composition or make up finaoc ing is to be called capitali- 

whiiethe amount of Jong r® t^ amount 0 f securities, capital 

sation . Capitalisation^ °„ Th type G f securities to be issued 
structure refers to the. r k md. the capitalisation is 

and proportionate amounts that m £ ruc[ure Thc capital 
known as capital structure d debt . The ratio of each to 

sra ssasrssSi - =; 

"° n ^ f £d p ?, rt ,o g p s a r & Touf j^SiS. urs 

gearing.” Capital gearing or financial leverage is thus the pattern 

various types'of'sec'urities wiU Vear t'o* he"total 3 capitalisation. When 

Si othei^hand,* whem*the'major proportion*' of' capitS^ls 
made up of securities carrying a fixed rate of interest or dividends 
it is high gearing. A high geared company pays a fixed return on 
a largf part of its fixed investment. Return on equity shares 
becomes very fluctuating as a change in profits is multiplied or geared 
highly. For example, the total capitalisation of a company may 
consist of Rs. 50,000 equity capital, Rs. 50,000 preference capital 
and Rs. 1 lakh in debentures. The company pays 9 , 0 in.crest on 
debentures and 9% dividend on preference shares. Any change in 
profits will create fluctuations in the dividend on equity shares. 

Such a company is thus high geared. It will be low geared i f the 

aggregate of preference capital and debt is Rs. 75,000 and equity 
share capital is worth Rs. 1,25,000. A low geared company thus 

1. H.A. Marquand : Dynamics of Industrial Combination, p. 89. 

2. C.W. Gerstenbsrg : Financial Organisation and Management of Busi¬ 
ness, p. 72. 
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raises its funds mainly by the issue of equity shares. Proper gearing 
is essential for the success and goodwill of a company. The shares 
of a highly geared company become subject to speculation. On the 
other hand, a low geared company fails to attract investors. 

The most important and most difficult problem of the financial 
planning is to evolve an ideal capital structure . Optimum or best 
capital structure implies the safest and most economical capital 
structure or the best ratio between various types of securities. In the 
optimum structuse the mix of securities is in relation to the nature 
and amount of earnings. “The combination of debt and equity that 
results in the lowest cost of capital is the optimum capital stucture, 
that is, the capital structure that minimises the firm’s cost of 
capital.” Optimum capital structure is a relative concept and it is 
difficult to define it. The optimum capital structure varies from 
company to company and from time to time depending upon the 
nature of business, efficiency of management, etc. It is more an 
ideal that guides decisions regarding form of capital than a practi¬ 
cable concept. However, most of the firms in an industry tend to 
adhere to a similar financial structure. This may indicate an industry 
pattern of financing or the search for the optimum. The essentials 
of an optimum capital structure are as follows : 

(i) Economy : In optimum structure the cost of capitalisation 
is the minimum possible one. Minimisation of cost enables the firm 
to increase its surplus. Ideal capital structure should permit 
optimum use of funds. 

(//) Safety : Ideal structure is liquid and the firm faces no 
danger of insolvency. Fluctuations in earnings do not involve heavy 
strain on its financial structure. There should be an adequate cash 
ratio keeping in view the nature and size of the business. 

077) Balance : There must be a judicious balance between 
different securities so that there is neither excess of debt nor lack of 
the benefits of using debt. 

(/v) Flexibility : Optimum structure facilitates future financing 
for expansion, replacement, etc. Elasticity of structure is essential 
for dynamic financial operations. Rigid structure may impede 
growth and diversification. All contingencies should be anticipated 
and provision should be made for them. 

(v) Efficiency : Not only the capital needs should be met but 
the structure should also enable the intensive utilisation of available 
resources. Shortage of long term funds should not be met through 
an excess of current assets and vice versa. 

(vi) Simplicity : Optimum structure should be easy to under¬ 
stand and operate. Use of varied types of securities creates doubts 
and complexities in financing. 

Creation of optimum structure requires a wide knowledge of 
the industry, the investors and the requirements of the particular 
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company. Various conflicting ““iafanning « well 

final structure that emerges.sther^ulo fiaan^ a str i ct , y 

as the conditions l> reva ^“ g *Capital structure is achieved by 

financial point of view, the p lowest average cost of 

balancing the financing so o the maximum market value 

long-term funds. This in turn proa amount of corporate 

for the total securities issued against a given am 

income* . •»oi structure lies in its 

The rationale of optimum P • ax ; mises the value of the 

benefits. The optimum financial Such a structure en- 

company and the market value ** *! capila | resources, thereby 

ables the best utilisation of the rate of invest- 

S"Tn3 8 ^””' rT'ZLow by «i<ta.in S opposite for 
•profitable investment. 

r ... oan nf^t nC 


ngs in a ratio proportion 

jostulates in this regard : . _ 

(/) Bonds should be issued only when the future earnings 
the corporation are liberal and reasonably constant. 

(h) Preference shares may be issued when ,h ' earn '" gs 

irregular but on an average give a fair margin over the 

preference dividend requirements. 

(Hi) Common stock (equity shares) and only ro "' ra ® n sloc 5 
should be issued when the earnings are uncertain and 

unpredictable. 


unpredictable. 

According to another view, “deciding the most desirable 
pital structure (the mix of securities most suitable to the needs 
d policies of the company) is basically a problem of balancing 
k, cost and control.” 1 2 3 Sound capital structure is built on the 
ndamental principles of safety, economy and flexibility. 


Factors Affecting Capital Structure 

In fact, no hard and fast rules may be laid down to govern the 
choice of securities. However, the considerations involved in 
proper capital gearing may be described as follows : 

1. Trading on Equity 

The term ‘equity* refers to the ownership funds of a company 
and ‘trading’ means ‘taking advantage of*. Hence trading on equity 
implies taking advantage of equity stock to raise funds at fixed and 

1. Guthman and Dougall : Corporate Financial Policy, p. 234. 

2. A.S. Dewing : Financial Policy of Corporations, p. 438. 

3. Hunt, William and Pearson : Basic Business Finance, p. 325. 
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reasonable rates of payment. It is based on the theory that there 
is a difference between the rates of return on different types of' 
securities issued by a company. When the rate of earnings exceeds 
the returns on fixed income securities, there is an additional gain to 
equity shareholders. Trading on equity is thus “the use of fixed (or 
limited! charge securities in the capitalisation of a company to- 
increase overall return on equity” 1 . “When a person or a company- 
uses borrowed capital as well as owned capital in the regular con¬ 
duct of its business, he or it is said to be trading on equity.” 2 
Trading on equity or financial leverage may be explained by an 
example. Suppose, the total capitalisation of a company i® 
Rs. 4,C0,GC0 and the rate of earnings is 15%. If the entire amount 
is raised through equity shares, the maximum return on equity can 
be 15%. On the other hand, if Rs. 1 lakh is raised through deben 
turcs carrying a 10% rate of interest, Rs. 1 lakh by selling preference 
shares with a fixed dividend of 12% and the rest through equity 
shares, in that case return on equity will be 19 per cent : 

| 4,00,000 x 15% —Interest 10,0004 Pre ference dividend 12,000 "1 

L Equity capital 2,00,000 “ J* 

There is thus an increase of 4% in the return on equity. This is due 
to the leverage or trading on equity. Besides this gain, there will 
be a saving of income tax as debenture interest is a deductible 
expense. Trading on equity also diversifies the capital structure. It 
enables the company to declare high rates of dividend on equity 
shares. Moreover, the promoters can retain management control of 
the company with a minimum of capital investment. But it is not 
an unmixed blessing. It is subject to the following limitations : 

(a) Earnings must be fairly liberal and regular. They should 
be sufficient to meet fixed obligations. Generally, it is considered 
prudent that earnings should be four times the fixed charges. 
Trading on equity is both positive and negative. In years of no 
profits or insufficient profits return on equity is reduced due to 
leverage. Concerns with speculative earnings should not use debt. 
1 rading on equity is profitable only when the rate of earnings, 
exceeds fixed charges. 

(M A company must have large investment in fixed assets to 
offer as security to lenders. 

(c) Higher the proportion of debt, more uncertain becomes 
the return on equity and greater the fluctuations in share prices. 

W) Trading on equity involves a financial risk that the com¬ 
pany may not be able to pay fixed charges on a large amount and 
thus face insolvency. The policy can, therefore, succeed only when 
earnings are stable and regular. Even then too much dependence on. 
borrowed funds should be avoided. 


1. Hunt etc : Basic Business Finance, p. 325. 

2. Gerstcnberg : Financial Organisation and Management of Business,. 

p. 169. 
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(„) Each successive borrowing is generally available on a higher 

nf interest as each new creditor runs a greater risk. Therefore, 
rate of interest ais e.cn ^ cvery addition t0 debt . 

Instifut'iona? lenders may impose restrictions on the freedom of the 
company. 

2 Desire to Retain Control 

Promoters generally like to retain effective control of the com- 
nany ThTcompany may, therefore, raise large funds by issuing 

debentures and preference shares. Before the Companies Act, 1956 
Promoters could use deferred shares for this purpose. However 
Tssue of additional stock also strengthens control by making it 
difficult to take over the company. Closely-held companies are 
generally high geared. Management attitude towards control and 
risk is thus an important factor affecting the choice of securities. 

3. Need for Flexibility 

Elasticity of capital structure is essential to provide for expan¬ 
sion and raising of future capital. Fixed charges should be well 
with J n the earning capacity so that new issues can be easily sold. 
Too much dependence on debentures and preference shares makes 
■the structure rigid. Debentures are not issued in initial stages and 
•the general practice is to reserve fixed charge securities for emer¬ 
gencies and future financing. Redeemable securities may, however 
be used. Flexibility also implies freedom from restrictive terms of 
issue e.g., conversion rights, etc. The capital structure should be 
balanced with a sufficient equity cushion to absorb the shocks of 
the business cycle and to afford flexibility. 


4. Nature of Business 

Companies that have assured markets enjoy regular and stable 
earnings. That is why public utilities and railway companies can 
use large proportion of fixed charge securities. Manufacturing and 
trading and service concerns are subject to greater competition and 
have lesser investment in fixed assets. They have, therefore, to rely 
largely on equity capital. The greater the stability of earnings the 
higher may in general be the ratio of bonds to equity. The volume, 
stability and predictability of earnings is also an important factor. 

5. Legal Restrictions 

Under the Companies Act, no company can use public 
deposits in excess of 15 per cent of equity capital and free reserves. 
Banking companies are not permitted to issue debentures and 
preference shares. 

<>. Needs and Attitudes of Investors 

Investors vary in their attitude toward income and risk. 
Cautious and conservative investors desire security of investment 
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and stable income. Debentures and preference shares appeal to 
them. Enterprising investors prefer capital gains and control and 
are ready to take risks. They can be attracted better through equity 
shares. A wide variety of securities has to be sold to mobilise 
capital from investors having different requirements and prejudices. 


7. Market Conditions 

The general mood and sentiment of the capital market also 
influences the choice of securities. During prosperity, everyone is 
ready to take risk and equity shares sell best. In a depression, on 
the other hand, investors prefer safety to income. Debentures and 
preference shares are more acceptable at that time. The amount, 
type and denomination of securities to be issued should suit the 
temper of the capital market. 

8. Structure of Assets 

The choice of securities should be appropriate to the liquidity 
and composition of assets. If the greater proportion of assets 
includes fixed assets, greater amount of debt can be used as greater 
security is available to the lenders. But lesser the liquidity of 
assets (or current ratio), lesser is the flexibility in meeting fixed 
obligations. 

9. Cost of Financing 

The objective of capitalisation is to minimise the cost of 
financing. Securities should be so chosen that there is minimum 
possible burden on the earnings and structure of the company. Debt 
is cheaper than equity but involves risk of non-payment of fixed 
charges. Equity may be a relatively cheap source of finance when 
general level of interest rate is high. 

10. Simplicity 

A simple structure is easy to manage. Securities with varying 
terms create confusion and increase paper work. Investors should 
have clear ideas of their rights. Simplest and safest structure is that 
consisting of equity stock only. It is also more flexible but provides 
no gains of trading on equity and makes control difficult. Customary 
practices in the industry also influence the choice of securities. 

11. Expected Growth Rate 

Well established firms with increasing earnings have great 
appeal to investors. Debentures and preference shares can safely 
be used in a growing company. However, if expansion fails to 
generate expected revenues there may be heavy pressure on the 
company. Age of the company is also important. A new and 
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, his lesser stability of earnings and should 

depend‘more on'eqrity capital. 

12 . Period and Purpose investment or for genera l deve- 

Funds needed ;° r equity capital. Debentures and 

lopment are ra,sed J*“ e 5 d , G finance expansion or for investment 

dia^materiahseTwithtn dreWetime of the company. 

13 ' Wgh R rItes °f Hp^°de<?uctible *expe ™eA ^mpany C depenchng 

attractive as interest“ “, d ."u have to earn more than 25% to pay a 

entirely °® In case of debt only 10% may be 

normal return of say l^/o- 111 

necessary. 

14 . Personal Judgment . t 

EnterpHsing^mT^experienced'manage^nent'n^y^se agreater propor¬ 
tion of debt than cautious and conservative management. 

FIXED CAPITAL 

The capital invested in fixed or permanent assets like land and 
buildings, plant and machinery, furniture and fixtures, etc. is known 
as fixed capital or block capital. According to Shubin, fixed capital 
is the funds required for the acquisition of thoseassets that are to 
be used over and over for a long period-such assets as land 
buildings, machinery, equipment and tools. The ‘'rm also applies 
to the assets themselves.” 1 Fixed capital is '"vested in fixed or long 
term assets. The amount of fixed capital, therefore, vanes directly 
with the amount of fixed assets. It is the capital which is used 
again and again to generate revenue. It is needed for long term and 
cannot be disposed of without breaking up the business. Fixed 
capital provides the foundation of a business. It acts as the 

cushion to absorb the shocks of business crisis. It is helpful in the 

expansion and diversification of the enterprise. It is used as the 
security for raising debt. It is not meant for resale. 

The amount of fixed capital required in a business depends on 
the following factors : 

(a) Nature of the Enterprise : A manufacturing firm and a 
public utility concern require much more fixed investment than a 
trading and service concern. 

(b) Scale of Operations : Greater the size of business unit, 
greater is normally the amount of fixed capital. 


1. Shubin : Business Management, p. 23. 
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(c) Degree of Mechanisation : The technique of production 
affects the amount of fixed capital. A firm using automatic machi¬ 
nery requires larger fixed investment than one using hand tools. 
Increasing obsolescence, and shifts in location have increased need 
for fixed capital. 

( d) Type of Industry : Firms operating in heavy industry, 
like iron and steei, shipbuilding, etc. require more fixed capital than 
those operating in a light industry, such as textiles or sugar. More 
diversified the product line greater is generally the need for fixed 
capital. 

Need for fixed capital can be reduced by buying parts and 
assemblies from outside, hiring land and buildings, getting machinery 
on lease, contracting out work to others, purchasing on hire purchase 
basis, etc. Fixed capital or long-term capital is raised through 
shares, debentures, reinvestment of earnings, loans from special 
financial institutions and public deposits. 



WORKING CAPITAL 


The capital invested in current assets, such as stock of raw 
materials and finished goods, debtors, temporary securities, cash 
and bank balances for meeting day-to-day expenditure is known as 
working capital or current capital. It is short-term capital and is 
used to meet current liabilities in the ordinary course of business. 
The term is used in two senses—gross working capital and net work¬ 
ing capital. Former implies the total of current assets while latter is 
the difference between current assets and current liabilities. More 
commonly, the term is used in the latter sense i.e. as the difference 
between the book value of current assets and the current liabilities. 
Working capital is thus the amount of funds necessary to cover the 
cost of operating the enterprise. 

The working capital of a firm is constantly changing or revol¬ 
ving. It is converted into cash again and again. It is invested, 
recovered and reinvested repeatedly during the life-time of a 
concern. It is of a self-liquidating nature. It flows in and out con¬ 
tinuously like water in a river. Working capital is also known, 
therefore, as ‘circulating or revolving capital’. According to Gers- 
tenberg, “circulating capital means current assets of a company that 
are changed in the ordinary course of business from one form to 
another, as for example from cash to inventories, inventories to 
receivables, receivables into cash.” 1 


1. C.W. Gerstenberg : Financial Organisation] and Management of 
Business, p. 33. 
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The circular flow of working capital is shown in the following 
•figure : 

CYCLE OF WORKING CAPITAL 



The figure shows that cash is used to buy materials and pay wages, 
•etc. Production results in inventory which when sold gives rise to 
debtors. Collection of debts results in cash. 

Importance of Adequate Working Capital . . 

Adequate working capital is essential lor smooth and profit¬ 
able operations of every enterprise. Sufficient funds must at all 
times be available to buy raw materials and meet day-to-day 
expenses. In the absence of sufficient working capital, fixed assets 
remain idle or underutilised. Working capital is as important m 
business as the adequate circulation of blood in the human body. 
-“No single error in financial planning can work greater harm to a 
corporation than a failure to provide for adequate working capi¬ 
tal.” 1 Inadequate working capital may endanger the survival of the 
firm. Even a sound business concern may have to be liquidated if 
it does not have the necessary funds to meet its current liabilities. 
'Working capital is required to keep stocks, to pay wages and salaries, 
to meet other expenses and to grant credit to customers. More 
specifically adequate working capital has the following advantages : 

(/) It raises the credit standing or goodwill of the firm due to 
prompt payment of liabilities. 

(//) It enables the company to exploit business opportunities, 
such as special orders, purchase of raw materials at special rates, etc. 

(///) It helps in reducing the cost of operations. Goods can be 
purchased at better terms, cash discounts are available and funds 
can be borrowed at favourable rates of interest. 

(/r) Financial soundness raises the morale of employees. Ability 
io meet demand for funds without delay inspires confidence in the 
organisation. 


1. A.S. Dewing : jinancial Policy of Corporation, p. 684. 
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(v) During depression need for funds increases suddenly. 
Funds are locked up in inventories and book debts. A firm with 
ample funds can easily tide over trade cycles. Adequate working 
capital is thus essential to maintain financial solvency of business. 

A company having sufficient working capital can wait for 
better marketing opportunities. It can hold stocks to secure higher 
prices. 

(v/) Adequate working capital permits regular payment of 
dividends. Payment of dividends is not delayed on account of lack 
ofcash. 

(vii) It makes for efficient and steady operations. Supply of 
materials is assured and regular production is possible. Lack of 
adequate funds may lead to stagnation of business. 

However, excess of working capital is undesirable as idle 
funds increase cost of operations. It may also result in loss of 
contact with banks and other financial institutions. So redundant 
working capital must be avoided. 

Types of Working Capital 

1. Fixed , Regular or Permanent Working Capital : A part of 
the investment in current assets is needed at all times during the life¬ 
time of a company. It is the irreducible minimum amount of stock, 
book debts and cash. It is permanently sunk in the business like 
fixed capital and cannot be converted into cash in the normal course 
of business. For all practical purposes, the minimum working capital 
is a fixed investment and should be raised through long-term funds. 

2. Variable Working Capital : Another type of working, 
capital is the variable working capital. It is of two tvpes : 

(a) Seasonal Working Capital: The rest of the working capital 
is of a temporary and variable nature and should be financedf 
through short term funds. A part of this capital is of seasonal 
nature. According to Gerstenberg. “beyond their initial and regular 
circulating capital, most businesses will require at stated intervals 
a larger amount of current assets to fill the demands of the seasonal 
busy periods." 1 In certain industries, need for current assets varies- 
from season to season. For instance, a manufacturer of woollen- 
textiles needs extra funds to carry on production and accumulate 
stocks during summer when there are little sales. In winter stocks 
are relatively small and cash is received from sales. 

( b ) Special Working Capital : It is the amount of funds- 
required for unforeseeable contingencies. For example, during a 
slump, exceptionally heavy funds are locked up in inventories and 
book debts. Additional capital may be required to meet special 

1. C.W. Gerstenberg: Financial Organisaon and Management ofti- 
Business, p. 345. 
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orders, organise advertising campaigns, etc. Strikes, fires, flood, etc. 
also create need for additional working capital. 


Factors Affecting Working Capital 

The factors which govern the working capital needs of a busi¬ 
ness may be stated as under : 

(i) Nature of Business : Public utilities and service concerns 

and meet day-to-day expenses. . „ _ 

(ii) Scale of Operations : Size of the firm has a direct influence 
on working capital requirements. Generally b.gger the size, greater 
is the amount of current assets required by a firm. 

(///) Manufacturing Process : Complex and round-about process 
of production entails a long period and more workmg capital is 
necessary Greater the cost and time involved in production, 
greater is'the investment in inventories and wage biH. A firm manu- 
fheturing aircrafts requires more working capital than one pro 
ducing confectionary. 

(,V) Terms of Purchase and Sale : A firm buying on credit and 
selling on cash will need smaller capital than an enterprise which 
sells °on credit but has to buv on cash. The period and terms of 
credit and the efficiency in the collection of debts also influence the 
amount of working capital. 

(v) Turnover of Capital : The speed with which working capi¬ 
tal circulates in business is another important factor. The rate of 

turnover of current assests is measured by the ratio of sa es to 
current assets. More rapid is the flow of circulating capital, lesser 
is the need for working capital. Firms producing against orders 
need smaller capital than those producing in advance of demand. 

(,,,■) Degree of Mechanisation : Methods of production influence 
amount of current assets. In labour intensive production, wage 
bill is quite large and more cash funds are needed than in automatic 
production. Working capital is large also when raw materials 
constitute the major proportion of the cost of finished product. 


(v/i) Trade Cycles : During depression, inventories accumulate 
and collections are small, so that current assets increase. In a boom, 
on the other hand, sales are quick and lesser working capital is 
required. Cyclical changes thus create emergency demand for- 
working capital. However, more working capital may be needed 
during inflationary conditions for expansion of business. 

(viii) Seasonal Fluctuations : Enterprises whose production acti¬ 
vities are concentrated in particular seasons need varying amounts of 
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working capital. Sugar mills pile up stock of sugarcane during 
winter needing large working capital. Woollen mills, on the other 
hand, require more capital during summer. However, the effect of 
seasonal fluctuations upon working capital may be offset by adjus¬ 
ting production schedules. This will depend on the production 
policies of the firm. 

(/.v) Growth and Expansion : Growing firms require more 
working capital than those that are static. Other things being equal, 
higher the rate of growth, greater is the investment in current assets. 

(x) Dividend Policy : When the management has adopted 
the policy of paying dividend regularly, large cash funds are needed. 
A shortage of capital often compels reduction or skipping of cash 
dividends. Stock dividends or bonus shares may be used to over¬ 
come shortage of cash. 

(xi) Miscellaneous : Other factors which affect the amount of 
working capital are coordination between production and distri¬ 
bution, channels of distribution, means of transport and communi¬ 
cation, import policy of the government, hazards and contingencies 
in a particular business, etc. Needs for cash and banking connec¬ 
tions of the firm arc also important factors influencing the amount 
of w orking capital. 
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UNIVERSITY QUESTIONS 


1. Define business finance and discuss its importance in modern 
business. 

2. What is meant by capitalisation ? Explain the causes and conse¬ 

quences of over-capitalisation and undercapitalisation. Which of the two is 
a greater evil and why ? (Delhi, 1970 , 1977) 

3. How do over-capitalisation and under-capitalisation arise ? What 

arc the possible remedies fo*- them ? ( Allahabad , 196-) 

4. What do you understand by capital structure of a joint stock 
company ? What are the essential features of a sound capital structure 


5. What arc the considerations 10 be kept in view while devising the 

capital structure of a new public company ? (Delhi, /y/o; 

6. Define working capital. What factors determine the working 

capital of an enterprise ? ( Kanpur , 1973, Delhi, 1974) 


financial planning 3 

1 What i* the importance of adequate working capital? Describe 

a fferent types of working capital required in business. 

1 « What do you understand by ‘circulating* capital ? What are the 

.‘curres available to Indian industries for raising working capital ? 
various sources ava..a {Delhi, 1976) 


9. Write short notes on any three of the following : 

(a) Factors in financial planning. 

(A) Basis of capitalisation. 

(c) Watered stock. 

(</) Trading on equity. 

(e) Fixed working capital. {Delhi, 1980) 

10. How are the capital requirements of a new joint stock company 


estimated ? . 

11 What is meant by ‘Capital Gearing ? 
profitability and financial soundness ot the company 


How does it affect the 
? {Delhi, 1978) 


12. Distinguish between : 


{a) Over-capitalisation and under-capitalisation. 

(A) Fixed capital and working capital. {Delhi, 1979 ) 


13. What do you understand by the term capital structure? Discuss 
the factors that influence capital structure. Can there be an optimum capita! 
structure ? {Delhi, 1980 ) 



Sources and Methods of Finance 


Finance needed in business is of two types long-term and 
medium-term finance, and short-term finance. Long-term finance 
is required for fixed capital and regular working capital and short 
term finance for va riable wo rking capital. Various sources 
are available - for raising^the “two Types of finance^ In case of 
proprietorship, the proprietor himself provides th£"”required capital 
or raises loans. In partnership, partners’ capital and borrowings 
are the sources of capital. A joint stock company uses various 
sources as the amount required is large. TfeedifFerent sources of 
Jong-term and short-term finance may be claimed as under : 

SOURCES OF FINANCE 


finance 
•Trade Credit 
•Commercial Banks 
•Provisions and Reserves 
•Customer Advances 
•Finance Companies 
•Miscellaneous 

In past managing agents, private deposits and indigenous 
"banks also used to be important sources of industrial finance in 
India. Each of these sources has been described below : 

SOURCES OF LONG-TERM FINANCE 

Long-term finance is raised largely through the issue of 
securities. Corporate securities are of two types : (a) ownership 
securities or capital stock consisting of ordinary or equity shares 
and preference shares, and (b) creditorship securities which 
iitfJude bonds or debentures. 


Ordinary Shares 

Issue of shares is the most important method of raising long¬ 
term finance. Ordinary shares provide the basic capital. Share capita 




Long Term finance , 

—Equity Shares 
—Preference Shares 
—Debentures 
—Institutions 1/ 

—Retained Earnings / 
—Public Deposits 


- - i 

Short Ten 


5 31 


SOURCES AND METHODS OF FINANCE 


constitutes the ow nership funds in a company. Shares are the 
tdMl source of longjerm capital. The share capital of a company 
is divided into units qrj>ortions of equal value- Each unit represents 
1 part in the total ca'pmlT' It is known as a ‘share and the value 
mentioned against Ifi Tcalled nominaLvalue or face_ya bi$S Accord¬ 
ing to section 2(46) of the Companies Act, 1956 shpe means a 

-share in the share capital of a company and includes stock unless 
a distinction between stock and share is expressed or implied A 

share thus means a share in the capital of a company. Sometimes 
a distinction is made between shares and stock A share is a 
movable property as it can be transferred by exchange of share 
certificate for money. Stock represents only fully paid shares and 
is not divided into equal parts. It is not numbered like shares. 


(under the Indian Companies Act, 1956, a public company 
•cart issue two types of shares—equity and preference^But a private 
-company can also issue deferred shares. ' Equity or ordinary shares 
or common stock constitute the cornerstone of capital structure./ 
-Ordinary shares are those shares which carry no preferential right in 
the payment »of dividend - or repayment of capital at the time of 
winding up. (They have jio fixed or guaranteed dividend.f They 
have claim in the residual profits and assets of the company left 
.after all superior claims have been paid. Equity capital is thus risk 
•capital or venture capital. An equity share is the evidence of an 
• ownership interest and its holder has voting rights. It carries all 
benefits associated with ownership and its holders occupy primary 
position of having control of the company. It represents the residual 
ownership of the company. Equity shareholders sink and swim 
with the company as there is no guarantee of dividend and repay¬ 
ment of capital. 


As a source of long-term finance, equity shares have following 
.advantages : (i) They provide permanent capital as money is not to 
be repaid during the life-time of the company ; (//) No charge is 
•created against the assets of the company. The financial structure 
remains fully flexible and the company is free to issue other securi¬ 
ties ; (///) No fixed charge is created against the income. There is 
maximum flexibility in the disbursement of profits and there is no 
risk of financial bankruptcy, (iV) Equity £hares provide risk capital 
whjch serves as the base for borrowings. ' Greater the amount of 
eq ity capitaTT'greater is the scope for raising debt. Equity capital 
is u symbol orffie credit of the company ; (v) A minimum amount 
of a equity capital is legally essential for every company. Moreover, 
th e company runs jQO__risk of ma gni fying losses due to leverage. 
•Ordinary shares provide a type of social insurance to investors as 
there are* opportunities for capital appreciation, regular income and 
liquidity, and (/v) As the nominal value of equity shares is usually 
■rsmalJ, they can attract a large number of investors belonging to all 
lincome groups. 
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The main limitations of equity financing are as follows : 

(a) When entire capitalisation is raised through equity shares 
benefits of trading on equity are not available. 

( b) The effective control of the company is spread over or 
diluted and promoters find it difficult to retain control of the 
company. 

(c) Over-estimation of capital needs may result in over- 
capitalisation as equity capital cannot be paid back before winding 
up. Equity shares make the capital structure inflexbile. 

( d) Every additional issue of shares has to be offered first to 
existing shareholders under the Companies Act. This may result in 
undesirable concentration of economic power. 


(e) Cost of equity capital is high in terms of returns expected 
by investors. It is because such investment involves maximum risk. 

(/) Equity shares do not appeal to cautious and conservative- 


investors. 

Preference Shares 



* 

t 


A preference share is one that enjoys a preference fa) in the 
payment of dividend and (b) repayment of capital. Preference share¬ 
holders are entitled to a fixed rate of dividend. Preference share is 
a hybrid security that combines features of equity shares and 
debentures, it has limited income like debentures without their 
element of safety. It participates in the risk of ordinary shares- 
without fully sharing in the prosperity and control of the 
Holders of preference shares have no guarantee of dividends as 
dividends can be postponed in the absence ^equate P r v °“; 
They also enjoy no guarantee of repayment of capital. But they are 
entitled to receive dividends and capital before the equity share¬ 
holders. They have limited voting fights i.e they can vote only oa 
matters directly effecting them. 


Preference shares are of various types : 

1. Cumulative and Non-cumulative ■: Dividend 5 °n preference 

shares can be postponeddue to lack of sufficient P r0 ^* . 

postponed dividends accumulate and have to be paid as 
subsequent years, preference shares are cumulative. In case ot 
non-cumulative or simple preference shares, dividends are lapsed 
if not paid in a particular year. 

2. Participating and Non-participating : Participating pre- 
ference shares are entitled, in addition to the fixed rate of div » 
to a share in profits left after the equity shareholders have.been 
paid a fixed rate of dividend. Generally preference shares are non- 
participating, i.e. they do not share in profits and a 

only a fixed rate of dividend. 
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, Redeemable and Nan-redeemable : Redeemable or callable 

e^' chares can be paid back before winding up at the option 

preference shares can d p ^ re demplioA^adJcr^^ 

°r ^ment are specTRed^TtEe tTrne^f^sueTfhrCon^anies Act, 
^956 (section 80) lays down a number of conditions under which 
ISJE™ shares are to be redeemed. Irredeemable or_ uncallable 
K are repayable efrfy^KeTTrhe of w 

Preference shares are a good source of raising medium-term finance. 
Thev permit a more flexible financial structure and maybe use d to 
take advantage of easy credit and low moiTey rates: Qyci-caprta fi¬ 
ction can be avoided through redemption and surplus can be 
capitalised by their issue. 

4 Convertible and Non-convertible : In case of convertible 
preference shares, the shareholders have the right to convert their 
shares into equity shares within a fixed period of time. Non- 
convertible preference shares are those which cannot be converted 
into equity shares. 

Preference shares enjoy following benefits : 

(/) These shares attract those investors who seek more income 
than bonds’ interest but with lesser risk than that involved in equity 
shares. There is scope for appreciation of capital. 

(//) As there is no legal compulsion to pay dividend, little risk 
of insolvency is involved. There is freedom to adjust the dividend 
policy or dividends can be postponed when profits are insufficient. 

• (///) As preference dividend is generally fixed, the benefits of 
trading on equity are available. Preference shares are less costly 
than equity shares. The rate of dividend on preference shares can¬ 
not exceed 11 per cent. 

(iV) Preference capital strengthens the equity base and provides 
security for raising debt. It can be issued to finance expansion and 
growth. 

(v) No charge is created against the assets of the company. 
There is scope for borrowing against assets. 

(v/) The control of the company is not disturbed as preference 
shares normally do not carry voting rights. 

(vii) Due to variety of preference shares, there is scope 
for choice. Particular type of preference shares can be used to suit 
the needs of the company, conditions in the market and attitudes of 
investors. For instance, redeemable preference shares may be 
issued to keep the financial structure flexible. Through preference 
shares a balance can be created in the capital structure of the 
company. 

(v/77) When debentures are costly due to lack of sufficient 
security or other reason, preference shares can be used economi¬ 
cally. They can also be used as bonus to promote sales of equity 
shares and debentures. 
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(ix) In a reorganisation, preference shares can be used to 
compensate debenture holders who do not like to take the risk 
involved in equity shares. 

(x) When earnings are not stable but average return is suffi- 
cient or when fixed assets of the company do not have high value 
as security or may be already mortgaged or management does not 
like to mortgage assets, preference shares are necessary. 

Preference shares are subject to the following limitations : 

(a) Preference shares are a more costly source as compared 
to debentures. Investors expect a higher return than the prevailing 
rate of interest as risk involved is greater than in case ot debentures. 

(b) Use of preference shares reduces flexibility of financial 
structure and lowers the credit standing of the company. Redemp¬ 
tion of preference shares is subject to several restrictions. 

(c) Preference dividend is not a deductible expense under the 
income tax laws. 

(d) Cumulative preference shares create a fixed charge on the 
profits of the company. In practice, preference shares are usually 
cumulative. 

(e) Holders of preference shares normally do not participate 
in the prosperity and control of the company and have no assurance 
of regular dividends. 

Preference shares thus “possess the income weakness of bonds 
without their element of safety and share much of the risk of equity 
shares without fully participating in the income of prosperous 
years”. 1 


Deferred Shares ..... 

Under Section 86 of the Companies Act, 1956 a pubhclt^Ucd 
company cannot issue deferred shares but a private company 
can issue such shares. Deferred shares are those shares in which the 
right to dividend is deferred i.e. postponed till all other sharehol¬ 
ders receive their normal dividends. But the holders of.suchshares 

enjoy preferential or extra-ordinary voting rights. 

usually issued to founders, promoters and chief e«cutivesofa 
company. Such shares have a small or nominal den °“' bat, °”‘ 

Rs. 10 orRs. 5 per share. They carry dispro^rt onate wting 
rights. As the return on such shares is higher uncertain 
fluctuating, their market prices vary violently. Ttey are subject 
to speculation and their holders bear the maximum risk ot loss. 

Shares Vs. Debentures 

Shares differ from debentures in the following ways : 

1. Shares-are a ownership security and shareholders are t e 

members of a company. On the other hand, deb ®" tures 2 -company, 
ship security and debenture-holders are the creditors of a company 

J. H.E. Hoagland : Corporation Finance, p. 53. • 
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o cardholders share the profits of a company and bear its 
losses^" DebeSure^bSderY neither share the profits nc^ bear the 

losses of a company. 

1 Shareholders have voting rights and they control the 
3 ' m ent of a company. Debenture-holders have no voting 
SS"„o UouZ i management of » company. 

4 The dividends of shareholders are uncertain and fluctuat¬ 
ing as iheyVpend upon profits. Debenture-merest ,s fixed and 

certain and is a necessary charge against profits. 

<■ Dividends to shareholders can be postponed even if there 
pm S „ D ™ d .b” d c“mpa»y. Inter.* t. debenture-holder* m«« 

be paid irrespective of profits. 

defined in the debenture certificates. 

7 Shares are issued by a company in the beginning while 
debentures are issued at a later stage to finance expansions, replace- 
ments, etc. 

8. The capital provided by equity shareholders cannot be 
paid back during the lifetime of a company but debentures can be 
redeemed at any time during the lifetime of a company. 


9. At the time of winding up, debenture-holders must be 
paid prior to shareholders. 

10 Issue of shares at a premium or discount is subject to 
certain’ legal restrictions. But debentures can be issued at a 
premium or discount without any legal formalities. 

11. Debenture interest is a deductible expense for assessment 
under the Income-tax Act. Dividends is not a deductible expense. 

12. Issue of debentures often involves a charge against the 
assets of the company. No such charge is created for the issue of 
shares. 


Paralue and no Par Stock 

The face value of a share mentioned in the share certificate is 
known as the value and the shares with such value are called par 
value stock. Par value or nominal value indicates the extent of 
interest in and liability to the company. When no face value is 
specified, stock is called ‘no-par-stock’. In case of no par shares, 
the share certificate mentions only the number of shares and divi¬ 
dends are paid as a certain amount per share (and not as a 
percentage of par value). In India, no par shares are not allowed 
as the Companies Act requires that every share must have a fixed 
face value. But in U.S.A. and Canada no-par-stock is commonly 
used. 
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Par value stock has following advantages. In other words, no 
par stock suffers from following demerits : 

(a) Par value helps in deciding whether shares have been issued 
at discount or premium. Issue of shares at discount is subject to 
restrictions under the Companies Act. There is little danger of 
capital surplus being frozen in a merger or amalgamation. As no par 
shares have no face value there is no standard for comparing asset 
values with capitalisation. The amount of capitalisation is always 
uncertain. 

( b ) It defines precisely the maximum liability of a shareholder. 

In case of no par stock, full payment has to be made at the time of 
application. No par stock, therefore, does not appeal to the average 
investor. 

(c) Management can more easily decide whether proposed 
dividend will impair the capital of the company. This avoids pay¬ 
ment of fictitious or unwarranted dividends. 

(d) In case of no par stock, surplus on issue can be manipu¬ 
lated to conceal deficit and watered stock. Stock can be issued at 
arbitrary values and tax may be evaded. Sale proceeds of shares 
may be misused to pay dividends out of capital and heavy remune¬ 
ration to promoters. 

(e) Par value stock provides a better security to creditors. 
Rights are hard to enforce against no par stock as the capital is 
always fluctuating, and nothing is left to be called in future. 

(/) In the absence of a price standard, ignorant investors can 
be easily deceived. Shareholders may be misled by issuing bonus 
shares that merely divide the total stock into a larger number of 
shares. There is no basis to judge the share values and return on . 
investment. 

( g ) Buyers of no par stock get a false sense of security as they 
are told that price tag is deceptive without alternative protection. 

(/i) New stock may be issued at unreasonably high prices. 
Accounting statements become complicated and it becomes difficult, 
to interpret them correctly. 

(/) As accurate financial planning becomes difficult, there is- 
danger of over-capitalisation or under-capitalisation. 

Par value stock is, however, subject to several limitations . 
These are as follows : 

(/) No par stock is easy to issue. Use of a price tag in the 
form of par value reduces the freedom of selling stock at prices that 
are realistic according to market conditions. Par value stock is- 
subject to rigid requirements under the law. No par stock enjoys- 
a wider market than high par value shares. 

(it) Par value is highly deceptive as investors may take it as a? 
guarantee of market value. Investors may be tempted to buy the 
securities without inquiring deeply into their real worth. 
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UU) P.r value « » SU"SEA'U“£fK 

changes in the hnancial cond t actually realise either 

reflect the amount which a stoct n > any . Holders of no 

tiZSi£SS£2£&~* or fir ■*—— 

. ;• fniiv naid and non-assessable. Their 

wde "’L^, liability after .he initial payment. Such 

shares can be sold later on at any price. 

, x *T* L koUnrp cheet is likely to show a true and correct 

position i“^®se of nonpar stock as^there^sjioneed^tOt^hdlateit assets 

earning' cap'adfy lo'that adear idea of the financial position of the 
company is available. 

(vO There is no need to conceal costs«of issue as they can be 
directly deducted from the sale proceeds. There is, therefore, 
manipulation or falsification of accounts. 

t "\ r\ap ctnrk is easv to reduce at the time of reconstruc- 

ti0 , n nominafvalueof 

SS 

adjusted according to earning capacity of the company. 

( v /, 7 ) Use of no par stock saves stamp duty. 

(ix) When par value shares are issued against property, a pro¬ 
blem of valuation arises. Mistakes in valuation may result in over- 
capitalisation or undercapitalisation. No par stock can be easily 
used to acquire intangible assets. 

(x) In case of no par stock, it is easier to acquire paid-in sur¬ 
plus from the sale of stock. In case of par value, capital surplus from 
issue can be acquired only when shares are sold at a premium. 


Debentures . 

Debentures or bonds are creditorship securities representing 
long-term indebtedness of a company. A debenture is a contractual 
or formal obligation to pay a fixed sum of money on a specified 
date in future and stated rate of interest at regular intervals. It is an 
acknowledgement of debt and represents under the company’s seal 
a part in the total indebtedness of the company. It is a document 
under the company’s seal, which provides for the paymen t of a 
principal sum and interest thereon at regular intervals, which is 
usually secured by a fixed or floating change on the company s 
property or undertaking and which acknowledges a loan to the 
•company.” 1 It is an instument in writing given by a company under 


1. Thomas : Commerce-Theory and Practice, p. 79. 
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its seal acknowledging the liability and agreeing to repay the money 
after the expiry of the stipulated period at a certain rate of interest 
per annum. Debenture-holders are creditors. They are entitled to 
a fixed return every year irrespective of profits. Their claims rank 
prior to preference and equity shareholders. A debenture carries no 
voting rights and no share in the prosperity of the company. 


Debentures are of several types : 

1 Secured or Unsecured : Secured or mortgage debentures 
are secured either by a fixed charge on the particular assets or by a 
floating charge on the undertaking of the company.- Incase of fixed 

■'^Harge, particular assets are mortgaged and the company cannot sell 
those assets. Floating charge is created on general assets of 
the company and the company is fr ee to_sell tj jesC—assets until the 
floating charge becomes fixed by iefauTtof the company. Two 
categories of debentures secured by the same assets are known as 
first mortgage (preferred) and second mortgage (ordinary) deben¬ 
tures. In U.S.A. bonds refer to only secured debentures. Un¬ 
secured or simple or naked debentures are simple promises to pay 
involving no charge on the assets of the company. 

2 Registered or Bearer : Registered debentures are those 
whose particulars are recovered in the register of the company and 
which can be transferred only through a transfer deed registered 
with the company. Interest is paid to registered holders only. 
Bearer or negotiable debentures can be transferred by mere delivery 
as company keeps no records of them. Interest is paid on such 

debentures on the basis of coupons attached to them. The bearer 

of such debentures can claim interest after filling and sending the 
coupons to the company. 


3 Redeemable or Irredeemable : Redeemable or callable or 
demand debentures are paid back on a specified date or on demand 
or notice before the winding up of the company according to rules 
and regulations laid down in the Companies Act. Irredeemable or 
perpetual debentures are to be repaid at the option of the company. 
The holders of irredeemable debentures cannot demand repayment 
of principal before winding up of the company. 


4 Convertible or Non-convertible : Convertible debentures are 
Those which can be converted into shares after a specified date at the 
option of their holders. Non-convertible debentures cannot be- 
converted into shares. . 


5 First or Second Debentures : Debentures which have first 
priority for repayment are called first debentures. Second and th.rcf 
debentures can be paid only after that. 

Various types of corporate securities discussed so far are 
shown in the following chart : 
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Pref efence'sfia'®® EquitySha res DebemureS 


Cumulative Non-CumufStive Se cured 

«e9' stered 


Unsecured 


Bearer 


i 

Redeemable 


^Redeemable Redeemable Irredeemable 

Convertible Non-convertible 


Second 


The chief merits of debenture finance are : 

(/) Through debentures funds can be collected from institu¬ 
tional investors who desire a safe investment with regular return and 
who are legally prohibited from investing in shares. 

(//') Use of debentures increases return to equity shareholders 
on account of trading on equity. The rate of interest on debentures 
issued for a period upto 7 years cannot exceed 10.5 per cent and on 
debentures issued for a longer period 11 per cent. 

07/ Through debentures a company can raise additional capi¬ 
tal without giving control over its management to outsiders. Deben¬ 
ture finance permits the company to raise long-term funds without 
diluting the control of the company by the present owners. 

(/V) There is certainty of finance and funds are available for a 
specific period so that financial plans can be adjusted accordingly. 

(v) Redeemable debentures enable the company to repay 
capital when there is no need for it. This avoids danger of over- 
capitalisation and keeps the capital structure flexible. 

$ 2 ) Debentures are a more economical method of finance than 
shares. Debenture-holders do not share in the income of prosperous 
years ard debenture interest is deductible for tax calculations. 

(viV) During depression debentures are a more convenient 
source of finance. They are also necessary during contingencies 
and for companies who cannot sell shares due to one reason or the 
other. Debentures are a common method of financing extensions 
and improvements. 

Debenture finance is subject to the following limitations : 

(0 Debenture financing is safe only when earnings are certain 
and stable. A company with highly fluctuating earnings runs the 


Comparative Evaluation of Shares and Debentures 
as Sources of Corporate Finance 


5*40 



BUSINESS ORGANISATION AND MANAGEMENT 


•O o 

e 8 

3 C 
3 

a 

<G 

| 8 
2 « 


a 

oo -2 
c *0 
o « 

—1 a 


CO 

Si 


CO 

*-> •- 
(O <G 
O o 

3 a 

C c— 

— o 

t> 
TD > 
V -g 


co C • 
0 CO 2 

SS«g 
c « 2 
cx 


o 


■ S S 


c~ ^ co 

0 >..s 

U. ccj 
w O CO 
c 

O 3 


« 3 « 
E CX GO 

a. 


o 5 

o o 


CO 

-G 

GO 


GO 

C 

o 

> 

o 

Z 


82 

tC 

'3 

cx 

o 

o 

H 


a 

3 

'S 

V 

a 

■o 
a . 
* o 

§s 

«u c 
~ <G 

fa 

3s 


• 

T3 

C 

O 

CX 

o 

*o 

■C . 

c £ 

II 

=3 * 

■o G 
o O 
.5 GO 
U, C 


o 

o 

c 

o 


CO 

O 

*— 

o 

c 


S.’S 
- c: 2 

£ 3 cx 

T3 C 

Q. C $> 
W- w O 

sirs* 0 

•In 


CO 

•- to ' 
_C u- -C 
GO 0 — 

"=2ff 

ffeg 

~ C .O 

o ofc 

•S o z 

8 J.S 

J -X T3 


o 

a 

3 


60 £ 
•r o 


.SH 

U. o 


8 


■O e 
c 2 
3 5 

w«= 

5 6 

I! 

S c 
£ o 


•O c/5 

c *■* 
o<5 
.*2 2 
.> cx 

t3 C 

GO® 

.£ go 

21 ? 

S 2L 

u« •§ 


| 8*2 

:il 

■S s 5 ® 

S>= «J 

'i§ 

b-s-5 

O qo u 

■O c CX 
:> 

o 3 c 
Q CX 3 


_o 


3 

CX 

CO 

TD 


G • 

■= o 


£ co 

GO 

u 

GO 2 


O C 
>.2 co 
— 00 

4 i 

Z 0 .J 3 


3 

a 


CO 

a 
»•» 
_3 
O 


<U TD 

*5 '3 
o cx 

= 5 

"J5 


a > 

G-. cd 

<-G 


o 


o 

o 

c 

3 

c 

<G 


T3 

O 

"C 

o 

CX 


a 

u. 

3 

•-» 

ft: 


•o 

c 

o 

*0 

• —* 
TD 

O 


~ 

GO 


<— O 

o a 

-3 *> 
O GO 
±2 3 

C g 

o 3 

u s 


cx 

3 

u 


GO 

at 


Redeemability Risk capital not repay- May be redeemed after Same as in case of 

able before winding up. the specified period or preference shares. 

when not required. 

Credit-worthiness Increased capacity to No affect on capacity Capacity to borrow 

of issuing company borrow. to borrow. reduced. 
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BUSINESS ORGANISATION AND MANAGEMENT 


of financial insolvency by issuing debentures which may entail 
a great strain on its finances. Therefore, “permanent borrowing, 
should be undertaken only when reasonable stability of income 
makes the required payments to the bond-holders fairly certain.” 1 

(//) Debentures are not an appropriate source when proportion 
of fixed assets to total assets is low. Companies with small fixed 
assets have no substantial security to offer to the debenture-holders. 
Trading and service concerns belong to this category. 

(///) Issue of debentures often creates a charge against assets 
so that flexibility of financing is reduced. Expenditure has to be 
incurred on mortgage deed and stamp duty. 

(iV) Heavy use of debentures may make return on shares highly 
fluctuating or irregular. Debentures create a fixed burden of interest. 

(v) Debenture financing reduces the credit standing of a com¬ 
pany. Beyond a point, debentures become an uneconomical source 
of finance because higher interest has to be paid on successive issues. 

Security Pattern in Indian Companies 


The relative importance of equity shares, preference shares and' 
debentures in Indian industry is shown in the following table : 

,Ar 

v/ jy' Fresh Capital Raised (Rupees crores) 


Year 

Equity & Preference 

Rights 

Debentures 

Total 

1969-70 

15.0 

14.6 

26.3 

55.9 

1970-71 

33.3 

9.9 

12.7 

55.9 

1971-72 

32.3 

9.2 

4.1 

45.6 

1972-73 

38.6 

18.3 

33.3 

90.2 

1973-74 

50.5 

18.2 

16 

70.3 

1974-75 

25.9 

16.4 

19.0 

61.3 

1975-76 

67.1 

14.1 

12.7 

93.9 

1976-77 

36.6 

17.0 

28.5 

82.1 

1977-78 

79.4 

20.6 

35.5 

135.5 


Source : The Economic Times, April 9, 1978. 


The table reveals that the bulk of the capital has been raised 
through ordinary shares. Preference shares have been issued ia 

1. Guthman and Dougall : Corporate Financial Policy, p. 170. 
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. thev are not very popular in India. According to 
certain cases but they are shares. Dreference shares, 


debentures and deferred sn respectively to the total capital, 

cent, 7.52 per « nt >"<« 0.76 per cent r P ^ - n textileSi matc h. 

Equity shares was the dominant preference sha res were 

jute, sugar, cement a . and chemical industries (31%) while 

popular in iron and steel (43/.1 aino .chemicals (15.21%) iron 

debentures w « f e popular in pap g0/ j The percentage of 

and steel (112-77%) in totafcapi.a] >»«» 

equity shares ,.prefcTenccsi 8 * ce nt and 20 per cent respective y m 

increased from 72 per ce P and 35 per cent respectively in 

1961-65 toS percen., I4per cent an^, P^ ^ very 

J’opS: Sh".ts' a d W- hay ^ 

Hass-sasyssf >1 ‘-a*- 

(less than 2 per cent). 

Institutional Financing . 

r^mm^rcial banks provide mainly short ter mfinancc. They 
•£ ^ium-terrn and long-term finance only to the extent that 
C in « t in 2d underwrite shares and debentures. They 
they invest loans The role of commercial banks in 

also provide ter^ .^ oa ™; c n ^ oliffib i e> But development banks 

have*been*set up in many countries to pfoVm* long-teFHTT&e 
to cKrpriws in the private sector. These are specialised 
^fgin/ins.it u.ions o r finangaLand developmen^ corpora n on s. # 
They are now a 'major sOTge^Tlong-terni finance^!! 

J . a _.... U||( file A mvpcf in n 


shares and debenU^r~Th^r 3 rovide. th^both ownership capita 
and debt capital. Besides finance, they provide technical and 
managerial assistance. Some of them take initiative in the promo¬ 
tion, direction and operation of industrial enterprises to fil gaps m 
the industrial structure of the country. I.U.B.I., i r.U i.c.i.w. 
and S F.Cs. are important financial and development corporations in 
India.’They have been described in detail in another chapter. Besides 
these, insurance companies, e.g % L.I.C. and G.I.C. and investment 
banks and trusts, e.g. U.T.I. are alsoi raporlant means of institutional 
finance. Main advantages of institutional finance are as follows : 

(i) Both risk as well as loan capital is available. Underwriting 
facilities are also provided. 

(ff) Modernisation, expansion and rationalisation schemes can 
be financed without unbalancing the capital structure. 

(iff) As these institutions carry out a thorough investigation 
before granting assistance and take steps to ensure proper utilisation 
of assistance, relationship with them increases the credit standing of 
a concern. 


1. A.K. Mulky : New Capital Issues Market in India, pp. 45-46. 

2. Reserve Bank of India Bulletin, September 1974, p. 1731. 
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(iV) Loans and guarantees in foreign currency are available for 
the import of capital goods. 

(v) The security required, the rate of interest and other con¬ 
ditions are usually less rigid and expensive than in the open market. 
"Loans can be repaid in easy instalments. 

07) Expert advice and guidance is available for the planning 
and administration of projects. 

07/) Deserving concerns and sclifcies which are not able to get 
required funds from the normal sources obtain assistance from these 
institutions at concessional rates Assistance is available when 
recourse to normal sources is impracticable or unprofitable. These 
institutions help the borrowers to tide over genuine crisis. 

However, financing through these institutions has following 
demerits : 

(a) The concern raising finance has to submit itself to a 
thorough investigation and has to submit detailed plans for which 
finance is required. 

( b ) Many of the institutions place restrictions on the autonomy 
of debtor concerns. Often they retain the option to convert the 
loan into shares that affects the return to original shareholders. In 
•some cases, they appoint their nominees on the board of directors of 
debtor companies. 

(c) These institutions follow a rigid criteria which many needy 
concerns may not be able to meet. 

Terra Loans 

A terra loan is an advance granted for a period ranging from 
two to ten years. Commercial banks in India have not favoured 
such loans. Attempts have been made to start industrial banking 
but they have met little success. After the nationalisation of 14 major 
banks, term lending facilities have increased. Increasing deposits, 
higher profits, greater reserves, refinancing arrangements, institutional 
arrangements for investigation and analysis of loan applications, 
credit guarantee schemes and facilities for scientific analysis of pro¬ 
posals have enabled commercial banks to increase term lending 
operations. The share of industry in bank advances increased from 
33.5 per cent in 1951 to 52.7 per cent in 1961 and to 57.6 per cent 
in 1971. In absolute terms the bank credit to industry increased 
from Rs. 133 crores in 1949 to Rs. 4376 crores in 1973. Nearly 
20 per cent of the total finance for gross capital formation in 
industry was made available by commercial banks. The amount of 
term finance increased from Rs. 272 crores in 1971 to Rs. 5857 
crores in 1973. Commercial banks provided Rs. 166 crores for 
sale of machinery on deferred basis in 1973 as against Rs- 91 crores 
in 1971. J.D.B.I. now provides refinancing facility to banks and the 
Reserve Bank of India makes finance available to them at conces¬ 
sional rates for lending in priority industries. A sizeable proportion 
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, - nan „ hv banks is now available to small scale industries, 

of term finance by of tota , bank cred it increased from 

Term finance a V* * in 197 3 . 74 . The share of small 

JcLr/ectm Tn term fiance increased from 6.9 per cent in 1968-69 
to 12.1 percent in 1972-73. 1 

The criteria generally adopted by banks for term lending are r 

(-) ' rSebS 

inine credUworAiness^nd^nancial soundness. 

, <f>/rthe Pr £ of T ?«s expected future^ earnings ^Genera I l'y 
rireference is Sen to concerns with regular earnings and for ex- 
EanS modernisation, etc. which are likely to increase earnings. 

(c) Character : The borrower s integrity ana promptness of 
payment is analysed by checking its history from references. 

(d) Managerial Efficiency : The competence and character of 
management is estimated through the analysis of financial statements. 
The degree of competition and the general outlook of the industry 
are also scrutinised. 


(e) Feasibility : The technical, financial and economic feasibility 
of the proposed venture is appraised in terms of the availability of 
necessary inputs, the nature of demand, the estimated costs and 
earnings of the project. Analysis of the project and its earnings is 
done to determine the paying capacity of the borrower. 


(/) Security : The security offered by the boirower is analysed 
in terms of its market value, title, safety and liquidity. Personal, 
guarantees may be demanded in addition to tangible property. 

( g) Liquidity : The cash position of the company is analysed 
to determine whether cash will be available at the time of repay • 
ment. 


Term lending offers the following benefits to business enter¬ 
prises : 

(/) It is a flexible means of finance as it can be tailor-made to 
the needs of the firm. Loans can be repaid when needs are fully 
satisfied. 

(z7) Finance is available for a definite period. Repayment 
can be made in convenient instalments through retention of 
earnings. 

(Hi) Banks are obliged not to disclose the borrower's dealings. 
This ensures secrecy of the financial operations of business. 

(iv) It is a convenient and economical source as costs of 
prospectus, underwriting, etc. are not involved. Time and delays- 
involved in issue of securities are eliminated. 


1. Reserve Bank of India : Report on Currency and Finance, 1972-73. 
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(v) The voting control is not disturbed and management 
retains freedom of action. 

(v/) The assistance is available in time and banks provide 
accommodation to tide over genuine difficulties. 


Term loans are subject to the following weaknesses : 

(a) Banks usually do not extend repayment and the firm may 
be hard hit if its cash position is not good at maturity. 

<b) Banks require personal guarantees and conduct rigorous 
investigation before granting the loan. Goods mortgaged with the 
bank cannot be used without the consent of the bank. 

(c) Term loans may prove uneconomical when interest has to 
be paid on a minimum amount irrespective of use. Registration of 
mortgage involves additional costs. 

(d) Banks require a great margin, generally 30 to 60 per cent. 
Hypothetication of assets may put the company to a great 
inconvenience. 

Public Deposits ^ 


A public deposit implies “any money received by a non¬ 
banking company by way of deposit or loan or in any other form 
but excludes money raised by way of share capita) or contributed as 
capital by proprietors’’. Public deposits are a peculiar feature of 
industrial finance in India. As a method of finance they developed 
durin" the early decades of the 20th century when banking was not 
developed in the country. The Managing Agency Sys«m \vas ' arg ^ 
responsible for the development.of this source of industrial finance 
in India. At that time well known business concerns enjoyed the 
confidence of investors. The system 

minent in the textile mills of Bombay and Ah7nSdaBa»~TnTr^he 
tea gardens of Assam and Bengal. Deposits were usually made for 
one year or two years but were often renewed year after year. The 
ratf s of interest at that time varied from 4* to 6* P". ce “‘- 
ing to the Central Banking Inquiry Committee, pub]ie f®P°ff° 
stituted about 39 per cent of the total finance of the textile mdustry 
of Ahmedabad and about 11 per cent in the textile mills ot 

Bombay. 


There has been a rapid growth in 
Third Five Year Plan. The total public 
estimated to be more than Rs. 3000 cr ®^ s 
tion available is only upto 31 March* 19 /4, 
survey of 1472 non-financial companies 
increased from Rs. 228.5 crores at the 
Rs. 483.7 crores on 31 March, 1974. I he 
following table: 


public deposits since the 
deposits at present are 
, But the latest informa- 
According to an RBI 
the amount of deposits 
end of March 1966 to 
details are given in the 
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Amount of Public Deposits witti Non-banking 
Companies during 1961-75 


1961 

1966 

1967 

1968 

1969 

1970 

1971 

1972 

1973 

1974 

1975 


(in crores of Rs.) 
135.9 

283.4 

338.5 
398.3 

472.1 

505.2 

568.7 

593.7 

633.3 

747.8 
1300.0 


The study revealed that more than 3/4th of the total deposits 
was accounted for by a few large companies located in metropolitan 
cities. An earlier study shows that the amount of deposits was 
Rs. 20.75 crores in 1957-58 and Rs. 33.77 crores in 1961-62. 

The general credit stringency has been mainly responsible for 
the growth of public deposits with non-banking companies, fn 
addition to this public deposits have se\eral advantages in business 
finance : 

(/) The cost of deposits to the company is less than the cost 
of borrowing from bank. At the same time the depositor gets a 
higher rate of interest than that offered by banks. There is a saving 
jn income-tax as interest paid on public deposits is a deductible 
expense. 

(//) The availability and volume of credit is not restricted by 
margin, security, etc. No formalities are involved and the system is 
simple and convenient. 


There is no question of margin or security. The deposits are 
simple and easy to get if the company enjoys public confidence. No 
assets are to be mortgaged and no statements are to be submitted. 
The company is not required to submit itself to a rigorous analysis 
as is done by banks. 

(Hi) The finance is available for a longer period than bank 
credit. The financial intermediaries —banks and other financial 
* agencies—are eliminated and direct approach is made to the 
investor. 

(/V) Deposits can be used for purposes for which bank credit 
may not be Available. No questions are asked about their use. 
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Formalities insisted upon in raising capital from the market are- 
done away with and dependence on the capital market is reduced. 

(v) It is a flexible source as it can be repaid when unnecessary. 
Funds are available for both fixed and working capital needs and 
there is no danger of over-capitalisation. 

(vi) As the interest rate is fixed and is normally lower than the- 
rate of earnings, benefits of trading on equity are available. 


(r/i) The voting control of the company is not affected apd 
management is free to follow independent policies. 

(vi//) The system of public deposits enables a company to 
create contact with a large number of investors. This improves 
the prospects of raising finance through the issue of shares and 
debentures. 

The system of public deposits, however, suffers from following 
drawbacks : 

(/) New concerns and concerns with highly uncertain earnings 
cannot attract public deposits. 

(//) Public deposits distort the interest rate pattern and: 
encourage non-priority sectors of industry. 

(Hi) They are an uncertain and unreliable source. They are- 
likely to be withdrawn at the time when an enterprise needs them, 
most. i.e. t during financial difficulties. They have, therefore, been 
described as “fair weather friends”. 


(iv) Widespread use of public deposits reuslts in the dearth of 
sound industrial securities and thus restricts the growth of a healthy 
capital market. Public deposits may lead to speculative dealings. 

(v) Easy and quick availability of such deposits during 
prosperous years may tempt a company to over-trade and undertake 
the : dangerof over-capitalisation. 

v (vi) Depositors have no security and are unable to judge the- 
sctondness of the company inviting such deposits. 

(v/7) A spurt in public deposits poses a threat to credit 
planning and monetary policy of the government. It can distort 
plan priorities and accentuate sectoral and regional imbalances in 
the economy. c ; 

(v/77) It is an inelastic source of finance. The flow of public^; 
deposits cannot be regulated according to the financial needs ot the- 


company. ^ 

* In order to check these^evils, several regulations have been put 


on public deposits : 

(a) Under the Companies Act, an advertisement is necessary 
for inviting public deposits. Provisions relating to prospectus arer 
applicable to public deposits also. ^ 


# 
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lA/'orncnt modernisation and expansion. The 
financing for r ^ ,l . a ^? s t ’he increasing use of self-financing in 
following table inaiw«w» 

TnHian industry : 

Role of ReMtarf 6»<W “ ““ M ‘ l 8 ““'“ 8 : ' KU1 1 

Year 


& 


1951-56 

1956-61 

1961-66 

1966-71 

1971-74 

1974- 75 

1975- 76 
Source : 


750 

39.0 

1,001 

33.8 

1,333 

37.2 

1,501 

36.6 

1,650 

52.2 

1.650 

70.3 

1,650 

42.7 


RBI Bulletins Sept. 1957 to September 1977. 


1 9 A j R#»«Varch Bureau of the Economic 

23 2 P Howe n ver too much dependence on retained earnings poses 

several dangers. . 

^ (f) The accumulated reserves may result in over-capitalisation 
as management is tempted to capitalise them by the issue of bonus 
shares. It may result in the misuse of funds. 

AH) Directors may speculate in the shares of the companv by 
manipulating dividends. Ignorant shareholders are likely to suffer 
due to the fraudulent practices of management. 

(///) Heavy reinvestment of earnings year after year may 
cause dissatisfaction among shareholders. • The investor is deprived 
of the freedom to invest his money in new concerns and is lorcea 
to invest in the expansion of old ones. 

(/V) It may result in improper distribution of limited capital 
resources. Prof. Pigou points out that excessive ploughing-back 
entails social waste as the money is not made available to those who 
can use it to the best advantage of the country but is retained by 
those who carried it. 

(v) Corporate savings may be misutilised to help companies 
under the same management instead of in the larger interests of 
shareholders. 

(vi) Indiscriminate ploughing-back of profits may serve vested 
interests and tends to create monopolies and concentration of econo- 
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mic power. The existing concerns may overgrow while new ones- 
find it difficult to raise the necessary capital. 

(yii) Corporate savings may be created to evade super profits 

tax. 

Ploughing back of profits is a desirable source of finance when 
earnings of the company are sufficiently large, the cost of raising 
capital from external source is high due to tight capital market 
conditions, additional issue of debentures would impose a 
heavy burden, shareholders prefer capital appreciation to liberal 
dividends and it is desired to retain voting control in existing - 
hands. In view of the shortage of financial reserves, ploughing-back 
of profits or corporate savings have to play an increasing role in the 
financing of various schemes in public and private sector under the 
Five Year Plans. But government control over their creation and 
utilisation is necessary to see that corporate savings do not injure 
the interests of shareholders and the society. The amount of cor¬ 
porate savings and their role in industrial finance depends on the 
earning of the company taxation policy of the government, attitudes 
of the shareholders and dividend policy of the industry. 

• « • . v , . 

Dividend Policy 

Dividend policy refers to the pattern of dividend payments over 
a period of time. Dividends are a right of shareholders but the 
disposal of profits in a company is decided by the board of directors. 
Dividend payments are a part of the wider issue of administration 
of earnings and surplus. Uniform and regular dividends increase the 
credit standing of a company and enable it to raise fresh capital 
economically. A sound dividend policy is essential for planned dis¬ 
position of earnings. The objective should be to design a dividend 
policy that is consistent and fair to all. “In framing the dividend 
policy directors must balance equitably their responsibilities to 
company to maintain its permanent welfare, to shareholders to 
provide reasonable and regular income, and to society to conserve 
and improve social capital.** 1 The important considerations in 
dividend policy are : 

(/) Type of Industry : The nature of business has an important 
influence on dividend policy. A rational dividend policy must take 
into account the trend of profits- Companies dealing in necessities 
have more stable and regular earnings than those dealing in luxuries. 
The former can, therefore, adopt a more consistent policy on 
dividends than the latter. 

(i7) Age of Company : New companies adopt a conservative 
policy as they need funds for improvement and expansion. As a con¬ 
cern grows in financial strength and gains experience it can adopt a 
more liberal dividend policy. 

(Hi) Cash Position : Dividend payments must fit into the cash 
position of a company. Asset must be in liquid form for payment 

1. A.S. Dewing : Financial Policy of Corporations, p. 752. 
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of h dividends The working capital position thus influences the 
nattern of Sends. The volume and stability of earnings also have 
a direct bearing on dividend policy. 

nhtribution of Shares : A conservative dividend policy can 
.. . 'Hoselv held company as it is easy to make the 

b hareholders agree to the suspension of dividends. In a widely held 
cSmpany coopfration of shareholders is difficult to obtain. Attitudes 
and mood of shareholders also influence the policy. 

(r) Plans for Future : The dividend policy also depends upon 
the anticipated needs for additional capital. Firms having definite 
Sans for modernisation and expansion require funds and. therefore 
foflow a conservative dividend policy. Needs for reserves for bad 
debts!' contingent liabilities, redemption of debentures, etc., also 
influence dividend policy. 

(vi) Business Cycles : Need for capital and the market condi¬ 
tions vary with trade cycles. During booms, it is prudent t > build 
up reserves to face the crisis that usually follow an inflationary 
•period. During depression higher rates of dividend are necessary to 
restore investor’s confidence in corporate securities. 

(»//) Legal Restrictions : Under the Companies Act, no divi¬ 
dends can be paid out of capital. Sometimes, the government limits 
the rate of dividend in a particular industry or in the economy as a 
whole. Creditors may also have created restrictions on the quantum 
of dividends. The dividend policy has also to be adjusted to the 
fiscal, industrial and labour policies of the government. 


(viii) Taxation Policy : High taxes limit earnings and the rate 
of dividend. Directly, dividends beyond a certain rate may be 
•subject to dividend tax. 

(ix) Type of Share holders : Institutional investor \ small share¬ 
holders and retired personnel holding shares desire a regular and 
study return and avoid speculative issues. On the other hand, large 
and wealthy shareholders want bonus shares and capital gain. 

A stable rate of dividend and the regularity of payment are 
the basic principles of dividend policy. A stable dividend policy 
enhances the credit standing of the company and makes future 
financing easier. It also stabilises market value of securities and 
increases investor’s confidence in tb^ concern. It avoids unhealthy 
speculation in the shares of the company. A stable dividend policy 
does not mean an inflexible or rigid policy. It implies the payment 
of a fair rate of return keeping in view the normal growth of the 
business and external influences. 


The Changing Pattern of Corporate Finance in India 

The pattern of financing in the private corporate sector has 
"been undergoing a change since 1956. A new pattern has been 
emerging since the beginning of the Second Five Year Plan.' This is 
•evident from the table given on next page. 
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Sources of Industrial Finance Under Plans 
(Public Companies in Private Sector) 



(Percentages) 


INTERNAL SOURCES 
1 Depreciation 

2. Reserves & Surplus 

3. Tax Provision (Net) 

EXTERNAL SOURCES 

4. Paid-up Capital 

5. Borrowings 

(a) Banks 

(b) Financial Institutions 

(c) Others 

6. Miscellaneous 

TOTAL _ 

Sources : The Economic Times, April 19, 1976. 
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IY Plan 


The changes that have taken place in the pattern of industrial 
finance in India may be outlined as follows : 

(0 In the absence of an organised capital market, reserves 
and provisions were the main sources of finance. Before 1955-56, 
internal sources contributed about three fifth of the total capital 
requirements. After 1955-56, there is greater dependence on external 
sources of finance. 

<//) Among the external sources borrowings have been the 
dominant source. Share issues for financing expansion were un¬ 
thinkable. Expansion and modernisation is, however, now less 
dependent on borrowings than before 1956. Debt as a percentage Oi 
equity decreased from 43 per cent in 1970-71 to 38% in 1974-75. 

(//'/) Debentures were unpopular constituting only 7 to 11% of 
total long-term funds. Companies with large amount of debentures 
were considered financially unsound. Today debentures no longer 
have this stigma. f , 

(iv) New issues were confined largely to booms and most of 
them were not underwritten. At present underwriting is a rule rather 
than an exception. New issues are not restricted to boom periods 
only. Good issues are over-subscribed very heavily now. 

(v) Previously, new companies could not think of getting 
loan assistance. With the establishment of industrial financing 
institutions loan assistance is available to new units also. 

(W) The capital market has developed and widened with the 
active participation of banks, insurance companies. Unit Trust and 
other financial institutions in the new issues of capital. 
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'"""SO Wiping up £ g-g- 

diversification ° f ,° w d n ?: S aTew busShouses. 

is no langer confined t corporate securities has increased 

„« J12SSS “co'ST.y s '“ k “ eh “ B ”- 

e,c d on &arrr »ssi 

Sir; development of tie country. 

Place of Debentures industria | finance in India has been 

A distressing feature of md ^ a countries> debentures are 
the sparing use of debentures. investment as well as for 

a popular source of finance 10 [ndia debe ntures normally 

expansion and modernisation. B capital issues. In some 

constitute less than 10> P« «“.Mine i ^ machinery have no 

SSffiESWi 

isrisssr^s ssas:«- - —- - w 

rity of debentures in India : 

credit'fronTbanks!* 5 Banks foMWp^^^m^shavdtg^debcmureSJn 

account for only 7'5% of total capital issues. industry till 

(it) Managing agents who dominated Indian industry till 

recently did not favour debenture issues. They met 

needs of companies through inter-company loans and investments. 

(///) Non-institutional investors in India are largely speculative 
minded. They prefer ordinary shares as debentures ofler little scope 
for capital gains. 

(iv> Because of reduced risk and stable return, debentures 
appeal to institutional investors. But banks, insurance companies 
and other financial institutions have to invest in government secu¬ 
rities under statutory requirements. Morever, the steady return 
and safety of investment is more markedly assured in Government 
securities than in debentures. 

(r) The denomination of debentures is usually high, Rs. 100 
or more. This restricts their demand to a few a rich investors. 

(v/) There is lack of specialised institutions like trusteeship 
facilities, investment agencies and issue houses who enable a wider 

1, M.A. Mulky : The New Issue Market in India, p. 11. 
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distribution of debentures and protect rights of debenture holders 
Benefits of conversion and participation are not available to 
debenture holders in India. In US.A., bonds are issued with 
highly attractive terms and they carry rights and privileges of several 
types. 

(*’//) A regular and ready demand for debentures is absent. 
Uncertain fiscal and taxation policies of the government create lack 
of confidence among investors. 

(viii) Debentures in India face strong competition from gilt- 
edged securities and preference shares. The former provide greater 
security and the latter provide higher returns than debentures. 

0’*) Heavy stamp duty (Rs. 15 per Rs 1000 for bearer deben¬ 
tures and Rs. 7.50 per one thousand rupees for registered deben¬ 
tures) increases the cost of financing through debentures. 

(x) Companies with limited assets do not have adequate 
security to offer to make issue of debentures a success. 

Recent Trends 

In recent years, debentures are becoming a more popular 
security with investors due to the following factors : 

U.) Debentures with more attractive terms, e.g. t conversion 
rights and trusteeship services are being issued. 

( b) Banks no longer are rigid in their outlook in the matter of 
providing credit. 

(c) Companies under the same management make a joint issue 
that provides better security to investors and reduces cost of issue. 

(d) Statutory restrictions on the institutional investors have 
been relaxed. Moreover, tighter restrictions on issue of mortgage 
debentures under the companies Act have inspired confidence of 
investors in debentures. 

( e ) Issue and underwriting facilities are now available due to 
the efforts of specialised industrial financing institutions. Capital 
market has also been reorganised and regulated to provide better 
marketing facilities for industrial securities including debentures. 

( f) Debenture interest is allowed as an expenditure under the 
Income Tax Law. This lowers the cost of finance. 

(g) Investors are now of a less speculative nature. They prefer 
securities with reasonably high yields and safety of capital. The 
importance of debentures in total capital issues is reflected in the 
study made by the Economic Times. During 1974-75, debentures 
accounted for Rs. 19 crores out of total issues of Rs. 61 crores. 
This comes to be about 31 per cent of total capital issued. In 1973- 
74, the amount was Rs. 33 crores as compared to Rs. 10.5 crores in 
1957-60. Reduction in the denominations of debentures, reducti >n 
in stamp duty, entry of investment trusts and banks in the debenture 
market are the other steps which can be taken to make debenture 
financing more popular in India. 
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SOURCES OF SHORT-TERM FINANCE 

c i« the money required for varying periods 

Short term finance w£, f . J uid 2 t ing nature and is reflected 

fn & 'SSiriSbffitiS. rif main »«“• of shor.-term «n.oc. 
are as follows : 

l. Trade Credit extended by one business firm to 

Trade credit 's the cred • als ' known as mercantile 

another as inc J dent *' fi ‘° d as “credit extended by sellers to buyers, 
credit. It has been defin distribution process down to the 

at all levels of the production and P Qr insta , ra ent credit. - 

-retailer. It does not mclude consumer ^ uni .. l xhe essencc 

It arises out of transfer of g m for purc hases. Trade credit 

of trade credit hes m deferre p y f 15 da ys to 6 months, 

is usually granted for f^^K^siness enterprise is able to 
Funds are not available in■’ mmed j ate payment- It obviates the 
buy and use P r ° pe /'* Xrade credit is Utmost common source 
need for raising finance- busine ss firms normally buy and 

of current capital as in sel f-gencrating source as 

of,hc 

Trade credit is of three types x (a) open a “ ou h nt - 
nhle and (c) trade acceptances. Open account is the credit granted 
on account which the buyer has with the seller. There is no formal 

Snowfcdgl™ .he deb. ^ l"' nS 

accounting terminology, it is represented by credit 

interest is charged so long as payment is made within the credit 
•period. Promissory Note is a formal prom^e to pay a specified 
amount on a specific date for value received with interest. It is 
used when an account is overdue or when the seller wants a formal 
acknowledgment of debt. Trade Acceptance or commercial draft 
is drawn by the seller of goods and accepted by the buyer. It is a 
time draft (payable on a specified date after presentation as differ¬ 
entiated from a sight draft which is payble on presentation) attached 
to the invoice for goods sold. When accepted by the buyer, it be¬ 
comes a formal acknowledgment of debt. It is a negotiable 
instrument. 

Trade credit has following advantages : 

(/) Finance is readily available. No formalities are involved 
and no negotiation or agreement is required. It is thus a spontaneous 
and convenient method. 

(//') Trade credit is easy to negotiate and convenient to pay. 
It is a flexible source as no charge is created against the assets. A 
supplier is more liberal in the matter of credit standing and repay¬ 
ment schedules than a bank. 

1. Howard & Upton : Introduction to Business Finance, p. 324. 
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(///) Trade credit can be used in case of shortage of liquid 
funds without undue risk. For a certain period, business can be 
carried on with little funds. 

(iv) It is an economical means of finance. No interest is 
payable and the only cost is loss of cash discounts. Credit is availa¬ 
ble during tight money conditions to small firms also- 

(v) The supplier is interested in liberal credit as it helps in 
maintain his sales during keen competition. Close contacts with 
suppliers help in the business in general. 

However, the prices charged for credit sales are usually higher 
than for cash sales as the seller has to provide for bad debts also. 
Failure to pay for credit purchases on due dates damages the credit 
standing of the firm. On the part of suppliers, larger working capital 
my be necessary. 

Another form of trade credit today is accrued expenses like 
insurance premium, interest, rent, water, electricity, telephone, tax 
liability, etc. In these cases, services are available regularly but pay¬ 
ment is to be made only periodically. These accruals are not definite- 
extension of credit but an accumulation of unpaid services. It is not. 
however, a significant source of finance. 

2. BankCrefljj 

Commercial banks are traditional suppliers of short-term 
finance. They provide now a wide variety of business loans (both 
secured and unsecured) tailo/ed to the needs of borrowers. 

(a) Line of Credit 'S' it is a continuing arrangement under 
which a borrower can borrow from time to time according to his 
needs provided the outstanding loans at any time do not exceed the 
prescribed amount- It is an informal arrangement and does not 
create a legal or formal commitment on the part of a bank to extend, 
credit. The bank can refuse credit when the credit worthiness of the 
borrower declines- The maximum amount known as the ‘limit' in. 
practice, is determined on the basis of the overall financial position 
of the borrower. Line of credit is generally granted to firms of high 
credit standing only. It eliminates need for borrowing in advance of 
need and paying interest on idle money. There is no need to rene¬ 
gotiate credit again and again. 

( b ) Revolving Credit Agreement : It is a formal agreement, 

under which a bank agrees to extend credit up to a certain amount. 
The bank is committed to grant credit until the agreement is in. 
force. No security is required but the borrower may be asked to 
maintain a certain percentage of the maximum credit as a deposit 
with the bank. Interest is charged on the actual borrowings subject 
to a minimum. / 

(c) Direct Advance : Secured loans are usually granted against 
stocks of raw materials and finished goods as evidenced by Bill of 
Landing, Warehouse Receipts, R/R etc. Such loans are granted 
against fixed deposit receipts, insurance policies, etc, also. Loan* 
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granted for a specific purpose are called transaction loans Such 

foanl enable new firms and firms with unsatisfactory cred.t standing, 
to hold stocks and obtain cash discounts. Such loans are secured by 
Sedge of specific assets which are in the actual or constructive 

possession of the bank- ... , . 

(d) Cash Credit : It is a secured loan granted by hypothetica- 
tion of specific assets. A letter of hypothecation is taken by the 
bank and P goods remain in the custody of the borrower who can 
deal with them under certain restrictions. The borrower ,s permitted 
to withdraw by cheques from time to time subject to the stipulated 
amount The credits opened on the execution of a promissory note 
besides the hypothetication of goods. Credit is not to be requested 

again and again. . 

(p) Overdraft : A person having a current account is permitted 
to overdraw his account for a temporary period. Interest is charged 
on excess withdrawals. Regular overdraft facilities are provided 
generally on the basis of personal guarantees or collateral security. 

if) Discounting Bills and Notes : Holders of bills of exchange. 

promissory notes, hundies etc can exchange them for cash on a 
discount from a bank. The holder remains liable to the bank for 

dishonour of the instrument. • . t . 

Bank credit is flexible and helps in meeting short-terms needs 
of business. It facilitates trade credit. Business concerns findit useful 
to raise short term finance from Commercial Banks as bantewaum- 
tain utmost secrecy of their clients’ affairs and do not interfere m 
the management of the borrowing company. Advice and guidance 
may be available in the matter of financing and contacts with banks 
help in future financing. But banks have rigid standards and require 
security. They keep a large margin. The duration of bank credit 
is short and there is no guarantee if its renewal. They provide 
mostly loans of self-liquidating nature. Variety of forms enables 
matching finance to needs. To summarise, "Borrowing from a bank 
has distinct advantages over the use of trade credit. The cost is 
less and it is possible to obtain a relatively large sum from a single 
source and for a longer period of time. On the other hand, bank 
credit is less convenient in some respects. Trade credit is relatively 
easier to obtain in the purchase of goods and services, while to 
borrow from a bank requires some effort and perhaps results in 
some restrictions on the business.” 1 The dura tion of bank credit is 
very short-and there is no certainry"oF renewal. Banks normally 
want security of tangible assets and keep a wide margin. The 
securities offered to banks include movable goods, securities, fixed 
deposit receipts, landed property, insurance policies, book debts 
precious metals, etc. 

According to RBI studies, the bank credit to the private sector 
increased from Rs. 2429.4 crores in 1966 to Rs. 2719.5 crores in 
1967. The proportion of industrial advances to total bank credit 
increased from 34 per cent at the end of March 1951 to 64 per cent; 
at the end of March 1966. 

1. Howard and Upton : Introduction to Business Finance, p. 327 
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Liabilities of Companies and Borrowings from Banks 




Year 

Total Liabilities 
( Rs . Crores) 

Borrowings 
from Banks 
(Rs. Crores ) 

Share of Borrowings 
from Banks in Total 
Liabilities 
( Percentages) 

1971-72 

7,476 

1,469 

19.9 

1972-73 

7,927 

1,420 

17.9 

1973-74 

8.830 

1,574 

17.7 

1974-75 

10,532 

1,883 

17.9 

1975-76 

11,479 

2,146 

18.7 


Source : RBI Bulletins. 


Provisions for Taxation and Depreciation 

Provisions for taxation and depreciation arc often utilised to 
meet short-term needs of industry and for self-liquidating investment. 
They carfnot, however, be a very dependable source of finance. 

rr 

4 . Customer Advances 

t-' In certain cases, customers arc required to pay a part of the 
price in advance for the purchase of goods and the goods are delive¬ 
red at a latter date. This happens in case of special orders or for 
goods which arc in short supply e.g. cooking gas, automobiles, 
telephones, etc. 

(T\ 

v&J Finance Companies 

Finance companies or commercial credit companies provide 
secured loans against the hypothecation of stocks or investments. 
Commercial paper houses grant loans against bills, promissory notes 
and drafts. Loans from finance companies are very common in the 
automobile industry. 

6. Miscellaneous 

Other minor sources of short-term finance are : (a) borrowings 
from other companies under the same management; (b) borrowings 
from factors and other financial institutions by assignment or out¬ 
right sale of accounts receivables; (c) Cooperative banks; and (d) 
purchase of machinery etc, on instalment basis.l Inter-corporate 
investments and loans arc subject to control under the companies 
Act. Under the accounts a firm raises funds 

by selling its books debts o7“ag5mst the security of its accounts 
receivable. The clients are notified to make payment directly to the 
finance company which buys/grants loans against the security of 
accounts receivable. Bad debt losses, if any, are borne by the firm 
itself. 
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3 . Explain the a^ ta ges and^dE ^ company< (Delhi, J9 

ference shares from the pomt o ? Describ c the mer.ts and 

4 What do you mean oy nc » 

demerits of -no-par shares . a large industrial en.crpnse can 
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7 . Write short notes on any three of the folio*.* : 

(a) Public deposits 

(h) Ploughing-back of profits 

(c) Term loans 

(d) Dividend policy. 


Special Financial Institutions 


The institutions of industrial finance are of two types: (a) 
ordinary financial institutions, such as commercial banks, insurance 
companies and investment institutions; (b) special financial institu¬ 
tions or development banks. The characteristics of development 
banks which differentiate them from conventional institutions are : 

(/) Traditional institutions mobilise (collect) as well as distri¬ 
bute savings while special financial institutions merely direct funds 
into desired channels. 

(/'/') Special institutions do not seek to substitute traditional 
agencies but try to supplement them. They provide long-term 
finance which is not available from the traditional sources. They 
are not normal sources and their role is essentially that of filling 
gaps in industrial finance. 

(///) Special institutions provide development finance, that is, 
finance for new investment while conventional agencies mainly 
provide liquidity to existing investment. 

(iv) Traditional institutions provide finance only. Special 
institutions provide both finance as well as entrepreneurial and 
managerial services. They are financial as well as developmental 
agencies. 

(v) Traditional institutions are guided by the narrow consider¬ 
ations of profitability and liquidity. Development banks, being the 
State instruments for socio-economic development, consider wider 
economic and social factors such as balanced regional development, 
growth of small scale and rural industries and basic infrastructure 
facilities. 

(vi) Most of the institutions have been organised as autono¬ 
mous corporations under a separate statute. The initiative has come 
from the Government and the Central Bank of the country. They 
are mostly public sector institutions. 

Special financial institutions or development banks have been 
set up in most of the countries of the world. The basic objective 
has been to accelerate the pace of industrial development in tne 
private sector. In the words of Diamond ‘ most development banks 
have been set up as catalysts for investment in the private sector 
to provide injections of capital, enterprise and management; not as 
administrative devices to handle the Government’s own invest 
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ments 1,1 Special institutions provide capital as well as loans for long 
£rm finance for the establishment of new enterprises and for the 
expansion*and* modernisation of existing ones They also sponsor 
nromote and manage new industries requiring large investment and 
fon^gestation periods. They also provide technical and managerial 

knowhow to independent concerns. 

The factors that have been responsible for the setting up of 
special finance and development corporations are described below : 

(/) Capital is shy in underdeveloped countries. People who 
have savings prefer to invest them in traditional avenues like banks 
They are reluctant to take the risks of investing in industry Special 
institutions thus become necessary to provide capital and assume 

initial risks. . . 

(//) When the capital market is ill-organised and under-deve¬ 
loped special institutions are needed to facilitate the floatation and 
marketing of industrial securities. They act as underwriters, issue 
houses and investors. 

(/ii) Underdeveloped countries suffer from chronic shortage of 
capital due to low rate of capital formation. Special financial institu¬ 
tions fill the gap between savings and investment and supplement 
•the meagre funds available in the market. 

(iv) The problem of rehabilitation and renovation of the war 
shattered economy assumed huge proportions after the Second 
World War. The private enterprise was unable to cope with the 
demand for finance for the modernisation and rationalisation 
schemes. Special institutions became essential to meet these needs. 

(v) Special institutions have been designed as instruments of 
planned economic development. They are expected to take up pro¬ 
jects of national importance which the private enterprise is unwilling 
to undertake due to long gestation periods or low rate of return. 

(vi) Financing of small business involves special problems. 
Only special financial institutions can tackle these problems satis¬ 
factorily. Shortage of entrepreneurial, managerial and technical 
skills also necessitated such institutions. 


(v/7) Commercial banks were reluctant to meet the long term 
financial needs of industry. 

Special financial institutions not only provide finance to 
•industry, but also identify and formulate projects, conduct market 
surveys and provide technical and managerial services to the assisted 
enterprises. Through their underwriting operations, they help in the 
development of the capital market. They mobilise public savings 
and serv^ as an instrument of balanced economic development of 
the country. In India, the need for development banks was emphasi¬ 
sed by the Industrial Commission and the Central Banking Enquiry 
Committee. Special financial institutions in the country are of post 
independence origin. Beginning with 1948, a network of such institu- 
tions has been created at the national as well as State level. Some 
.of these institutions have been discussed in the following pages. 

1. William Diamond ; Development Banks, 1957, p. 3 . 
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INDUSTRIAL FINANCE CORPORATION OF INDIA 

The first special financia* institution set up in India is the 
Industrial Finance Corporation of India (IFCI). It was set up as a 
statutory corporation on 1st July, 1948 under the Industrial Finance 
Corporation of India Act, 1948- 

Objects and Scope 

The Corporation was set up for the purpose of providing long¬ 
term and meduim term credits to industrial concerns, particularly in 
circumstances where normal banking accommodation is inappro¬ 
priate or recourse to capital issue method is impracticable. It 
pr ovides finance for the setting up of new ventures as well as for the 
modernisation and expansion of existing ones. Public limited com¬ 
panies (whether in private, joint or public sector) and cooperative 
societies engaged in (a) the manufacture, preservation or processing 
of goods, or (6) in shipping, or mining or hotel industry, or (c) in 
the generation of electricity or any other form of power are eligible 
for assistance. Private companies, partnerships and proprietary 
concerns and non-manufacturing enterprises cannot obtain finance- 
from the Corporation. Now public limited companies in the public 
sector can also obtain assistance from the corporation. 

The corporation was set up with a paid up capital of Rs. 10 
crores. The Corporation can issue debentures and bonds and can 
invite deposits from the public, the state government and autono¬ 
mous institutions. It can also borrow from the Central Government 
and the Reserve Bank of India. On 30th June 1979 the total 
financial resources of the corporation amounted to Rs. 441.46 crores 
out of which Rs. 1.5 crores was in the form of capital. The corpo¬ 
ration is managed by a Board of Directors. The Chairman is the- 
whole time paid member of the Board. Out of the remaining 12 
directors, 6 are elected and 6 are nominated by the Central Govern¬ 
ment in consultation with the RBI and the IDBI. 

Functions 

The Corporation provides financial assistance in the following 
forms : 

(/) subscribing directly to the shares and debentures of any in¬ 
dustrial concern. It can also convert at its option loans and deben¬ 
tures into stocks or shares. 

(//) underwriting the new issues of shares and debentures which! 
must be disposed of within 7 years- # 

(///) granting directly loans and advances to industrial concerns- 
repayble within a period of 25 years. 

(n) guaranteeing loans raised by industrial concerns from the- 
capital market or from scheduled banks or state cooperative banks* 
and repayble within a period of 25 years. 
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O’) extending e H as fc^t^P^asc of' / capital goods 

porters of W th thelo^S of the Central Government, 

k cSorSn can' guarantee .oans raised in foreign currency from 

foreign institutions. Central Government and the 

World Bant!" 8 r a esp a e n ct a8 of loans sanctioned by them to industrial 

C0nCe (i: S )- providing advice and guidance^ the promotion, manage¬ 
ment and technical more than Rs. 10 lakhs 

The Corpbration g $ max i mum amount of loan t 

generally for a period^ ^ Rj l crore or 10 per cent 

of Eafd-up share capital 

STb'.'cS/S" Normal m. of !»«« i. 
about 10.5 per cent. 

Criteria for Assistance 

While taking decision on applications for assistance, the 
r,,™. on takes into account following considerations : (a) 
Corporation taxes industry; (b) role the enterprise can play 

SfUromoffi exports and substituting imports; (c) technical feasi- 

Wlhv of thl project in terms of availability of adequate raw 
bility ot tne PI. Dersonne |- (d) reouirement of the country 

K iSJcS of Si Sr"" («> Lmmrnd viability of iho 

project P i.e. demand and supply position and earnings prospects 

Pf\ Efficiency, competence and quality of management, (g) nature of 

seemity offered; (h) cost of the proposed undertaking and means of 

financing it; (i) quality of the products. 

In granting financial assistance, the Corporation is guided by 
'the priorities laid down under the Five Year Plans and the national 
policies of the Government. The Corporation gives preference to : 

(/) concerns located in backward areas to promote regional 
dispersal of industries; 

(//) industrial cooperatives; 

(//i) concerns promoted by new entrepreneurs and technolo¬ 
gists; 

(/V) projects based on indigenous technology; 

(v) concerns providing inputs, such as fertilisers and pesticides 
that help in increasing agricultural production; and 
(i7) export-oriented industries. 

The Corporation operates on business principles with, due 
regard to the interests of the trade, industry and the public. The 
Corporation carefully appraises the ‘technical, commercial and 
managerial aspects of a project. 
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Procedure 

The steps involved in securing assistance from the Corporation 
may be outlined as under : 

1. Application : An eligible concern must apply in the pres¬ 
cribed form giving details of the project. 

2. Scrutiny : The application is examined closely to find out 
the technical feasibility and commercial viability of the project. Plant 
visits and discussions are held, where necessary. 

3. Sanction : After scrutiny and on the recommendations of 
the advisory committee the assistance is sanctioned. 

4. Security : The applicant is asked io furnish appropriate 
security which may include mortgage of property and personal 
guarantees. 

5. Agreement : A formal loan agreement is executed with the 
applicant, specifying the terms and conditions of the assistance. 

6. Disbursement : The amount is paid in lump sum or in 
instalments according to the requirements of the applicant. 

7. Follow-up: The Corporation makes periodic inspection 
and obtains progress reports from the debtor. This is done to ensure 
that the assistance is properly utilised. In some cases, the Corpora¬ 
tion may appoint its nominees on the board of directors of the 
undertaking. 

Working and Progress 

The Corporation completed 31 years of its working on June 
30, 1979; During this period, it has played a significant role in the 
field of industrial finance in India. Its financial operations are 
summarised in the table given below : 


Financial Assistance provided by IFCI during 1948-79 

(Rs. crores) 


Form of Assistance 


Sanctions 


Disbursements 

Rupee loans 

Foreign currency loans 


703.48 

702.48 

523.27 

and guarantees 
Direct subscriptions : 


133.16 

133.24 

113.97 

Equity shares 

5.69 


3.97 


Preference shares 

0.-2 


0.32 


Debentures 

2.04 


1.82 



— 

8.05 

— 

6.11 

Underwriting : 





Equity shares 

31.90 


18.05 


Preference shares 

11.95 


9.15 


Debentures 

12.40 

61.15 

8.92 

36.12 




Total 


904.92 


679.47 

Source : Annual Reports 

of IFCI. 
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A » analysis of .ho .voting of the Corpora.** r.vo.l, .he 
f ° 1,0 t g TH er e has been 

SSSSSffl of 

projects. Out of this, Rs. 733.e , ot a? ass stance was given in Indian 
loans. About 85 per cent -at 1*10*1 ^assistance J ^ only 

currency. Upderwr.tmg and d.rec^subscr.pt (he ^ $i t 
7 per cent and 1 per c 1 P to preference shares and deben- 

EHfe. && -f'T- ro :;: P ::: 

“ew entrepreneurs, technocrats and professionals. 

3. More than 55 per cent of the total assistance was given, to 

!l2\<-T£^r nd (To r fe jute and cement (5.9%).' Non-traditional 
idust'ries like chemica s. nonferrous metals, iron audited, machine 
bu d dS engineering and electricals are, however, getting an increas- 

ing share. . 

4 About 49 per cent of the total assistance was given to pro¬ 
jects in notified backward areas. During the year Rs ‘ 
69 6 crores was sanctioned to projects in backward areas 
against Rs. 72.2 crores in other areas. 

5 A sectoral classification of total sanctions shows that Rs. 
13.6 crores went to the private sector, Rs 8.8 croresjtothe pubhc 
sector. Rs. 0.4 crore to the joint sector and Rs. 3.8 crores to the 
cooperative sector. Industrial cooperatives ar ®th u s getting su - 
stantial assistance from the Corporation 

sum of Rs. 115.86 crores was sanctioned to 127 industrial coopera 


fives. . . 

6. Guaranteeing of deferred payments for the import of 
capital goods has been a major contribution of the Corporation. 
Since 1957-58, the Corporation has been underwriting and subscrib¬ 
ing to industrial securities, thus providing risk capital. Many new 
concerns were given assistance for the first time. 

7. The Corporation has set up a Hotel Development Fund 
to provide concessional finance to hotel industry in the country. 
So far about Rs. 10 crores have been sanctioned to 15 hotel 
projects. 

8. The Corporation grants assistance for the rehabilitation 
of sick units and for the setting up of ancillary units. It also gives 
concessional finance for the exploitation of indigenous technology. 
During 1976-77, the Corporation granted Rs. 10 crores under the 
Soft-loan Scheme. 
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9. It has floated a society known as ‘Risk Capital Founda¬ 
tion' to assist new entrepreneurs and technologists. 

10. In addition to financial assistance, the Corporation con¬ 
ducts technical and marketing surveys and provides consultancy 
services. It has sponsored two technical consultancy organisations- 
at Simla and Jaipur. In May, 1972, the Corporation established a 

Management Development Institute to provide training in modem 

management techniques to personnel of assisted concerns and to 
impart training in development banking to the staff of the. financial 
institutions. The Institute has a separate Development Ranking. 
Centre. The Corporation has also created chairs in various- 
universities to promote research in development banking in the- 
country. In addition, the Corporation gives subsidies to various 
state level technical consultancy organisations. 


The performance of the Corporation as the oldest term lending, 
institution in the country has been quite creditable. It has helped in 
the financing, promotion and management of industries in the coun¬ 
try. It has encouraged investment in the priority sectors thereby 
helping in the deversification of industrial investment in the country. 
The Corporation has helped in widening the base of entrepreneur- 
ship and industrial management in the country. It has also helped 
in reducing unemployment and in correcting regional imbalances in 
development. However, the Corporation has been criticised on the 
following grounds : 

(,*) The Corporation has not given due attention to new and 
small industrial concerns that are unable to raise capital from the 
market. Most of the assistance has gone to well-known and big 
business units. The Dutt Committee on Industrial Licensing pointed 
out that the Corporation has helped in the concentration of econo¬ 
mic power in India. 

(zz) The Corporation has allegedly been guilty of nepotism 
and favouritism in the granting of assistance to big business houses. 


(zz'i) It has failed to develop industries in the backward 
regions and ‘provinces with a pull" are being given preference.. 
More than half of the total assistance has gone to units in Maha¬ 
rashtra (18.2%), Tamilnadu ( 11 . 3 %), West Bengal (8.6 /0 ), Gujarat 
(8.2%), Karnataka (7.3%) and Andhra Pradesh (7.5 / 0 ). 

(zv) Basic and capital goods industries are getting a meagre 
assistance in comparison to traditional, and low priority industries. 


(v) The Corporation has failed to ensure effective utilisation 
of assistance due to poor supervision and control ot assisted 
units. 

(v/) It has acted mainly as a mortgage bank instead of as a 
development agency as very little risk capital has been provided t 
industry. Underwriting and direct subscription have not been 0 iven 
due emphasis. 
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concentration of econ P f bjg business. The-Sucheta 

ofIen succumbed to the P £“ U mra ended that a well defined policy 
Kriplam Commit « e ’ JJ 53 ;^ hould be developed. The Shroff Com- 

of processing applications sho on should act in cooperation 

m.ttee recommended tn;at i h f ternl . len ding. 

wi ,h commercial banks^m ^ ^ Undertakings (1968-69) 

suggested f J*5 he , g < 53Sce of applicant!. Administration should 

outmoded principles shou : n H,»ctrial cooperatives. A common 

-to new and small c °^ rns be evolved and P procedures should be 

l0an / P d P ed ThI Sa SmaSies should b? reduced and data 
smndard'sed- The “ should bc used . The Corporal,on 

collected by otnw < rp , isation of its dues from concerns show- 

S n s Board of Directors. On the whole, the Corporation 
should'adopt a more flexible, decentralised and integrated approach 
"future. Many of these suggestions have since then been imple- 

mCntCd ' STATE FINANCIAL CORPORATIONS 

The Industrial Finance Corporation does not provide assist¬ 
ance to small and cottage industries and non-corporate enterprises 
Being an all India body, it cannot be expected to meet the varied 
financial requirements of diversified industries in the country The 
State Financial Corporations Act was passed on 28th September, 
1951 to empower the State Governments to establish financial 
corporations for their respective regions- The Act came into force 
on 1st August, 1952. First of all the Tamilnadu Industrial Invest¬ 
ment Corporation was set up in 1949 as a Joint Stock Company. 


^Objects and Scope 

State Financial Corporations (SFCs) have been set up to pro- 
wide finance to small scale and medium sized industries. A SFC 
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provides assistance to public and private companies, partnerships, 
co-operatives and proprietary concerns. Concerns with a paid-up 
capital and free reserves, of more than 1 crore of rupees are not 
eligible for assistance. The maximum amount of loan to a single 
concern cannot exceed Rs. 20 lakhs or 10 per cent of the paid-up 
capital of the Corporation whichever is less. SFCs can subscribe 
directly to the stocks and shares of a limited company. The SFCs 
seek to supplement the operations of the 1FCI. At present SFCs- 
entertain loan applications for amounts below Rs 30 lakhs. SFCs 
can cxiend financial assistance to industrial concerns engaged in 
the manufacture, preservation or processing of goods, mining and 
hotel industries, road or water transport, generation or distribution 
of electricity or power, the development of any contagious area of 
land as an industrial estate, maintenance or repair of machinery 
and vehicles, fishing, consultancy services, etc. 

Management 

A SFC is managed by a Board of Directors consisting of 10 
members, one managing director, 4 elected members and 5 nominat¬ 
ed members. Three directors are nominated by the State Govern¬ 
ment and one each by the Reserve Bank of India and the IFCI. The 
managing director is appointed by the State Government. Elected 
members include one representative each from scheduled banks. 
Cooperative banks, other financial institutions for providing loans 
to small scale units under State Aid to Industries Acts. 

The capital of a SFC is decided by the State Government, 
subject to a minimum -of Rs. 50 lakhs and a maximum of Rs. 1 
crore. A State Financial Corporation can borrow from the State 
Government, the Reserve Bank of India, Scheduled Banks, State 
Cooperative Banks and the public. It can also issue bonds and 
debentures. On March 31, 1979 the total financial resources of 18 
State Financial Corporations amounted to Rs. 757.33 crores out of 
which paid-up capital and free reserves were Rs. 112.76 crores, the 
rest being borrowings. 

Functions 

State Financial Corporations are authorised to provide financial 
assistance of the following types : (a) granting loans or advances or 
subscribing to the debentures of industrial concerns, repayable within 
20 years; (b) guaranteeing loans raised by industrial concerns and 
repayable within 20 years on mutually agreed terms and conditions; 
(c) underwriting stocks, shares, bonds and debentures, to be disposed 
of within 7 years; (d) subscribing to new issues of debtor companies;, 
(e) guaranteeing deferred payments for purchase of capital goods 
within India; (f) acting as agent of Central and State Governments. 
In June, 1973, SFCs were authorised to meet the foreign exchange 
requirements of small and medium scale industrial concerns. SFCs 
have provided foreign currency loans worth Rs. 32.7 crores for the 
import of Capital goods. 
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They grant loans and inte rest and to ensure proper use 

impose conditions to p ered to take over the management 

Evaluation of Working assistance provided by 

There has been a rapid , “ cr * sFCs constitute the second 

A 

Financial Assistance Provided by SFCs. ^ s) 


Year 


No. of 

Corporations 

Loans 

Sanctioned 

Loans 

Dispursed 

Loans 

Outstanding 

12 

15 

18 

18 

18 

18 

18 

18 

405 

5,422 

9,683 

13,763 

16,230 

16,409 

16,640 

19,528 

187 

3,413 

5,404 

7,987 

9,947 

10,489 

10,655 

13,516 

403 

12,678 

21.653 

27,924 

36,582 

44,906 

53.935 

64,285 


1960-61 
1970-71 

1973- 74 

1974- 75 

1975- 76 

1976- 77 

1977- 78 

1978- 79 

Rv Sentember 1979, total sanctions amounted to Rs. 1333.0 
croies white total disbursements were Rs- 932.8 crores. °ut of total 

-SSFSIi 

guaranteed deferred payments worth Rs^6located 

Kac P kwa?d1toas.^'besides! these Corporations underwrote and 
subscribed to new issues of securities. About one-third of the total 
assistance has been provided to units in backward areas. An increa¬ 
sing share of the total assistance is available to small scale Indus¬ 
trie! State Financial Corporations have formulated special 
schemes to encourage self-employment, ^nder ^se schemes, 
concessional loans are given to technicians for the setting of their 

own industrial units. By 31st March 1977 a sum ol Rs. 39.73 crores 
were granted to 2172 technocrats under the self-employment scheme. 
SFCs provided Rs. 10.2 crores to techicians and diploma holders 
during 1977-78. Assistance by way of underwriting and direct subs¬ 
cription has been less than 2 per cent of the total assistance Loans 
account for more than 90 per cent of the total assistance Some ol 
the SFCs have initiated area surveys and project analysis to explore 
industrial potential. 
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Considering the financial needs of the small scale sector. State 
Financial Corporations have not been able to make a very signi¬ 
ficant contribution. This is because they face several legal, opera¬ 
tional and financial limitations. 

(/) Small concerns do not keep proper accounts and usually 
their accounts are not audited. There is lack of reliable statistical 
data. It is, therefore, very difficult to assess correctly th e financial 
position and credit worthiness of applicants. 

(if) Many proprietary and partnership firms find it difficult 
to provide adequate security. SFCs find it difficult to evaluate their 
fixed assets and establish clear title to ownership. As a result, the 
default ratio has been more than 17 per cent of the outstanding 

loans. 

(Hi) There is dominance of personal factor in small businesses as 
their success depends upon one or two individuals. Continuity of 
efficient management cannot be assured. 


(iv) SFCs find it difficult to assess the future prospects of 
small units as they do not have proper expansion plans. 

(,.) Small industrial units do no realise the intricacies of deve¬ 
lopment banking. They fail to appreciate the formalities and pro¬ 
cedures involved. They do not take the Corporations into confidence 
in their operations and the limitations of State Corporations. 

(...) state Financial Corporations do not have an adequate 
and efficient organisational set up. They lack the specialised and 
trained stalT to assess the soundness of proposals and the applicants, 
particularly in non-metropolitan towns. More than half of the assist¬ 
ance provided by SFCs has gone to 5 states, namely Maharashtra 
U p„ Tamil nadu, Gujarat, and Andhra Pradesh. There is a need 
for giving preference to units located in backward regions and to self- 
employed entrepreneurs. 

( vi i) Some of the corporations lack the requisite funds and 
relv excessively on created funds thereby acting merely distribution 
outlets. The funds of SFCs should be augmented. 

(vi/i) SFCs are handicapped with limitations under the statute 
and face competition from other financial institutions. 

<ix) In the absence of efficient appraisal of proposals and 
watch on the assisted units, overdue* arc: quite:h>?h ['«>P« 

cent of total outstanding loans are doubtful. A high default ratio 
makes it difficult to roll over funds and assist more units. 

(x) There is considerable delay in sanctioning loans and a 
large percentage of proposals have to be rejected in the absence of 
required information. SFCs should reduce procedural delays and 
costs involved in sanctioning assistance. 
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.SFCslnay be^ummed up as under periodicalIy a co „ 

(|) The Reserve Bank of of d v iews and to identify areas of 
ference'of SFCs for inspections of these Corporations. 

progress. The B j facilities to augment their 

(,7) The IDBI extends refinancing 

funds. declared ‘Specified Credit Institutions 

(«,) SFCs have bee " d “ la h ^ e SFCs have now been em- 

under ^^o'tak^over^he'management of any defaulting concern. 

^ Ov) These Corporations Kt as a|ente f ® r f ® 0 f iSia^arts as 

b3VC 

" Wn ' The Reserve Ban, 

April, 1970 and November »™££* cnt there in. These Groups 
and to suggest measures fo P were implemented .through 

made several recommendations corporations Act in 1972. 

■an Amendment to the Stat ^ Corporations to provide special 
The Amendment has enable H backward areas in the 

.assistance to tech "° c ; H atS t “hnicians and engineers are now eligible 
•country. Self-empl y Financial Corporations. By 31st 

for liberal assistance by the Mate cchnocrals with an amount 

March, 1972, SFCs had UBffd G f overdoes and 
of Rs. 39.73 crores. In order to reau thcm are investcd 

. bad debts SFCs must ensure^aUo * J the operations of 
in viable projects and ™ u ^ h a J S servic ' s c f SFCs should be publicised, 
the borrowing concerns. Th .. . The rate c f concession on 

The scope of SFCs should be increased. Proper 

iS'cS.Tho«ld ta n..d e for .he ...ihiog of the personnel of 

SFCs. 

.NDUSTRIAE CREDIT AND N mVESTMENT CORPORATE 

In , i e»of.he ri .^^-^S-^>KS 

and their rigid legal framework. industr i a l development in the 

ing and flexible .nstitut.on to fa«l,mte mdusw vi ? tcd lndia in 

.private sector ,n India. A_WorW Bank te instjtution for the 

1954 recommended the' : a p sector of , he 

r?955 lim ¥h d e 

'. Coloration" 1 was set'up^pnvately’owned institution but later on 
jL.I.C. became a major shareholder in it. 
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Objects 

The Corporation has been set up to (a) assist in the creation, 
expansion and modernisation of industrial enterprises in the private 
sector; (b) encourage and promote the participation of private, both 
Indian and foreign, capital in such enterprises; (c) encourage and 
promote private ownership of industrial investments and the expan¬ 
sion of investment markets. 

The Corporation provides assistance to large industrial under¬ 
takings preferably organised as joint stock companies. It assists in 
the promotion of new enterprises as well as in the expansion and 
modernisation of existing ones. Now the Corporation also assists sole- 
proprietorships, partnership and hire-purchase finance companies. 

Functions 

To achieve its objects, the Corporation can transact following 
activities : 

(i) Granting medium and long-term loans. Secured rupee 
loans payable within 15 years and loans in foreign curren¬ 
cies for importing capital equipment and technical services 
are provided; 

(/'/) subscribing to the new issues of shares and debentures; 

(/'//) Guaranteeing loans raised from other sources including 
deferred payments for supply of machinery; 

(iv) sponsoring and underwriting public issues of shares and 
debentures; 

( v ) making funds available for reinvestment by revolving 
investment, as rapidly as possible. 

(W) furnishing managerial, technical and administrative assist¬ 
ance in the planning and execution of new projects. The 
Corporation also helps in obtaining such services from 
other sources. 

The Corporation has wide powers. It can provide any amount 
of financial assistance to any enterprise in the private sector. But in 
practice, Rs. 5 lakhs is the minimum limit and Rs. 1 crore is the 
maximum limit of assistance for one applicant. Loans are given 
generally for the purpose of buying capital assets in the form of 
land, buildings and machinery. In fact, the ICICI specialises in 
providing loans in foreign currency. In granting assistance, the 
Corporation takes into account the financial position of the concern,, 
technical feasibility and commercial viability of the project, cost 
and financing of the proposal, nature of security, demand and supply 
position, the estimated profitability, competence of management, 
etc. The ICICI gives preference to non-traditional industries such- 
as engineering, chemicals, etc 
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been working excliiswely for the pn jod of about 25 years, 

both in ownership and Tr “d a veomen service to private industries 

the Corporation has rendered a yeomen s des both risk and 
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£&' the perform" »f «« Corpor.foh : 

Assistance provided bp tbe ICICI dating l«5-7b 


Type of Assistance 

Sanctions 

Disbursements 

Rupee 

1. Loans & r.o. guarantees 

2. Foreign currency loans 

3. Direct subscriptions : 

Equity shares 

Preference shares 
Debentures 

4. Underwriting : 

Equity shares 

Preference shares 
Debentures 

432.83 

546.48 

12.46 

2.61 

21.92 

50.98 

18.80 

30.72 

261.10 

472.92 

11.88 

264 

11.73 

19.60 

12.85 

21.28 

Total 

1116.80 

812.0 

Source : Annual Reports 

of the ICICI. 
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By September 30, 1979, the Corporation had sanctioned a total 
• assistance of Rs. 1201.1 crores out of which Rs. 876.6 crores had 
been disbursed. 

The Corporation assisted 856 enterprises out of which 285 
were new concerns. It has made a significant contribution both 
quantitatively and qualitatively. 

(0 The Corporation provides risk capital on a large scale. By 
sponsoring and underwriting new issues, it has fostered the growth 
of a healthy capital market. The Corporation has emerged as the 
pioneer institution in the field of underwriting in India. With the 
help of other institutions such as LIC, IFCI, IDBI and Commercial 
banks, it has created a consortium of underwriters. 

(/'/) The Corporation has built up contacts abroad, particularly 
with international financial institutions. 

(/'//) The Corporation is a leading supplier of credit in foreign 
currencies, of the total assistance granted, 57.2 per cent was in 
foreign currency. It is the only institution of its kind to secure 
foreign assistance for Indian industries. It has augmented the 
foreign exchange resources of the country through joint financing of 
loans in foreign currency. The Corporation has recently started 
assisting projects for rural development, such as land shaping, lift 
irrigation and research and training in water management. To begin 
with Rs. 25 lakhs have been earmarked for this purpose. 

(/»•) The Corporation has set up an investment centre to 
encourage and promote participation of foreign capital in Indian 
industry. 

(v) Besides financing, the Corporation provides various services 
essential for industrial development. It works out plans for indivi¬ 
dual projects, helps in the promotion of new ^enterprises, advises 
new entrepreneurs, and helps them to obtain funds from other 
sources. 

07) The Corporation is devoting special attention to financing 
of basic and non-traditional industries, such as metal-based and 
chemical, electricity, engineering, and fertiliser industries, to fill 
gaps in the industrial structure of the country. About 54.3 per cent 
of the total assistance was given to basic industries like chemicals 
(17%), electricals (6.8%), metals (15.3%), and machine-building 
(10.3%). Traditional industries like sugar, cement, paper and textiles 
accounted for about 45.7 per cent of the total assistance. 

(v/7) Industries in backward regions are given finance at liberal 
terms. Soft loans of Rs. 5.5 crores were given for the modernisation 
of sugar, cement and jute industries. Assistance to backward areas 
accounted for about 39.5 per cent of the total assistance. However, 
a major share of the total assistance has gone to the most developed 
states of Maharashtra, Tamilnadu, West Bengal and Gujarat. 
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(viii) The Corporation has estz eria i personnel in the* 

Management and Research to «n g ment . g has also helped 

Sophisticated ‘^^“va^ous industrial and technical consultancy 
in the setting P developed States. 

organisations nrovide s all-round assistance and helps 

H b» b„i,« up a urge pen- 

a P roje f Ct n ;oiects in diverse industnes. 
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• „ defers payment of instalments to it. 
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It has helped in the P^ift ^ieation scheme in Maharashtra. It 
a scheme for setting \oans to partnerships and proprietary 

now provides f° re| gn curr^ V M ° rc h an t Banking Division to 

concerns. ,l £as start fac s *P jcs for the promotion of industries, 
provide developme f hire purchase finance. 

It is also experimenting m Acfieldlot« ^ Corporation has 

The financialand developm tQ pay more attention to 

been quite cred ‘ tab /b ac kwLd areas. Most of tl>e assistance has so 
the development of >*“*"? * and developed States. It should 
far gone to large .*"£“• * . . s meet a greater share of the total 

insist that ' n f u e S s tria Vhe Corporation should formulate a well- 

consistent with national goals and 

Plan priorites. • • . 

%r ^ A ntlv ICICI has set up a new institution, namely, tne 
Housing^wdopmen^and^Rnan^Corpo^^^Ltd^fo*^“®“?^ , J* 

SSfiSS p remise s'in ur ban* U and °nu r a 1* areas? Thec^ta. 

ship Of residential pr ^ ^ crores and R$ 10crores was iss ucd 
as puWic deb7a P nd assistance from World Bank is also to be sought. 

INDUSTRIAL DEVELOPMENT BANK OF INDIA 

The Industrial Development Bank of India (IDB1) was set up 

on July 1 1964 under the P Industrial Development Bank of India 

Act as a wholly owned subsidiary of the RBI. It has been set up 
as an apex institution to coordinate the activities of finance, 

institutions and to bridge gaps in the financial ana promotonal 
activities The needs of rapid industrialisation, increased complexity 
of new industries, finance required for heavy mdlistry beyond the 

resources of existing institutions, statutory limitations on them, 
absence of a central coordina.ing agency were the main causes 
behind the setting up of 1DB1. The Bunk is an attempt to combine 


5.78 


BUSINESS ORGANISATION AND MANAGEMENT 


in a single institution the requirements of an expanding economy 
and the need for a coordinated approach to industrial financing. 
The establishment of IDBI is thus an important landmark in the 
history of institutional financing in the country. 

Objects 

The IDBI was set up to (a) coordinate, regulate and supervise 
the other financial institutions in the country; (b) enlarge the use¬ 
fulness of these institutions by supplementing their resources and 
widening the scope of their assistance; (c) locate and fill up gaps 
in the industrial structure of the country; (d) diversify industrial 
growth and encourage development of priority industries; (e) plan, 
develop and promote new concerns in key and basic industries. 

The Bank was thus conceived not merely as a financial institu¬ 
tion but as a developmental agency that will ultimately be concern¬ 
ed with all problems or questions relating to industrial finance in 
the country. 

Capital Resources 

The IDBI was set up with an authorised capital of Rs. 50 
crores. It began its operations with a paid-up capital of Rs. 10 
crores and an interest free loan of Rs. 10 crores from the Central 
Government. The IDBI can borrow from the Central Government, 
the RBI, public deposits. It can also issue bonds and debentures. 
The total financing resources of IDBI amounted to Rs. 1902.00 
crores on 31th March, 1979. 


Management 

The IDBI was formed as a subsidiary of the RBI. Manage¬ 
ment of the IDBI vests in a Board of Directors consisting of 22 
members nominated by the Central Government. The Bank has a 
Chairman and a vice-Chairman. The Board of Directors has some 
representatives of the RBI, and the special financial institutions. 


Functions 

The IDBI has been given wide powers and it enjoys great 
operational flexibility. The Bank can finance all types of industrial 
concerns both in private and public sectors irrespective of their size. 
There are no maximum or minimum limits for assistance and no 
restrictions on the security to be accepted. The Bank provides 
financial assistance directly as well as through other institutions. 
Its main functions are to : 

(i) subscribe to the shares and debentures of specified financial 
institutions and to guarantee their underwriting obligations; 

(//) refinance term-loans to industrial concerns and export 
credits given by the IFC. the SFCs, ICICI, Scheduled Bunks and 
State Cooperative Banks. On September 1, 1964 the Bank took 
over the Refinance Corporation of India; 


5.79 


SPECIAL FINANCIAL INSTITUTIONS 

( S 

M ( rs».S™Ud payments due from and .cans raised by 

industrial concerns; rP Hiscount bonafide commercial bills 

(»/) accept, discoimt and redisco including bills arising out 
or proraisory notes of industria “ de)erred payment basis; 
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has been empowered to finance tur y f6 j rs for buying capital 
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goods from India; promotional and developmental 

(Vi,7) The Bank can ^Sent research, technological 

activities, such as marketmg and adinin i s , r ative assistance to 

studies. It provides technical a "“ on modernisation and expan¬ 
industrial concerns for them P r °“ * d deve i op industries to fill gaps 
sion. It may also plan, promote ana aevc. f 

in the industrial structure of the c ° unt ^ a other business 

In addition to these the B an ^ a ™ nd (f overnmcn t. The Bank 
-with the prior approval of t h *^ e V here are no restrictions on 
enjoys full opcrationa autonomy. be associated The 

security or margin or tn types problem relating to industrial 
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Working and Operations . 

in the field of institutional finance, it has proviaeo 
types of assistance : 

Assistance provided by IDBI upto Dec. 31, 1979.^ 


Type of Assistance 

Sanctions 

Disbursements 

y r j _ - 

Direct loans and guarantees 

1410.51 

882.26 

(other than for exports) 

Direct subscriptions and 

157.25 

1589.95 

986.90 

710.15 

underwriting 

Refinancing of industrial loans 
Rediscounting of bills 

Loans, gurantees and 

1069.77 

771.56 

520.28 

361.29 

refinancing of exports 
Subscriptions to shares and bonds 

165.28 

165.56 

of financial institutions 

Total 

4830.17 

3321.59 


Source : Quarterly Statistics of IDBI. 
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The main achievements of the Bank are as follows : 

(/) Out of total assistance sanctioned, Rs- 2056.56 crores were' 
outstanding. Thus about 35 per cent of the assistance had already 
been recovered. The turnover of funds is thus quite satisfactory. 

07) The Bank has created more than half a million jobs. It 
has created an overseas credit scheme to finance turn key projects- 
abroad. Substantial credit was granted to Bangladesh under the- 
scheme. 


07 i) There has been substantial increase in the assistance pro¬ 
vided to small scale industries and small road transport operators. 
The total assistance to these amounted to Rs. 1012.86 crores as om 
December 31, 1979. 

(iV) Assistance to new projects decreased from Rs. 156.43 crores- 
during July-Sept. 1979 to Rs. 141.20 crores during Oct.-Dec. 1979. 
The assistance to joint sector projects during the same periods- 
decreased from Rs. 43.20 crores to Rs. 6.41 crores. 

(v) The Bank has granted Rs. 547.18 crores to public sector 
projects and Rs. 141.23 crores to cooperative sector projects by 
Dec. 31, 1979. IDBA/World Bank credit amounted Rs. 4.19> 
crores. The share of private sector, public sector, join^ sector and 
cooperative sector was 55 per cent, 4 per cent, 38 per cent and. 

3 per cent respectively in the total assistance. 

(W) Assistance sanctioned to projects in backward areas in¬ 
creased from Rs. 34-85 crores in 1964-69 to Rs. 372 95 crores in 
1978-79. Total assistance to such projects on Dec Ji, 
amounted to Rs. 1104.72 crores which was 25.7 per cent of the total) 
assistance. * In addition, the Bank providedI concessional assistance 
of Rs. 967.39 crores and assistance of Rs- 77.27 crores to 
entrepreneurs. The Bank has thus helped greatly in the balanced 
regional development of the country. 

Ml) The Bank has been financing new projects in the core- 
sector. It has conducted feasibility studies, techno-economic surveys 
and investment research to explore and promote new Projecte. tt 

locates and fills up gaps in the industrial structure o f the country 
It has pioneered the development of key industries like f ^ l ' liser *- 
and .chemicals to build up the basic infrastructure for industrial 

development. 

(v/77) The bank has created close cooperation betw ® e " ' h ® 
various term lending institutions in the country. . and 

collective appraisal of proposals, joint P roce j s . ,n ®. diversification* 
consortium financing of units. This has helped in t 
of risks and enforcement of national priorities. 

(/A-) The Bank has set up a Development Assistsnee_Fu n d 

assist industries which are unable to get the 

the normal sources. It has enlarged the scope and has relaxed 

terms of export finance. 
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rSSSS-s in the country. 

(xl, The Bank reject of -m loans given 

to industrial concerns and.^Refinance Corporation of India. The 
took over the business of the Refinance £ of re discounting 
Bank has also introduced two new scbem ^ ^ capital 

assistance. It also provides entrepreneurs. The Bank has set 
assistance totechnicaHy qualified ent P jon of India t0 assist 

up in 1971 Industrial Reconstru^'on^co , ong term 

and operate sick indus ' n f‘ d u i exporte rs of capital and ^engineer- 

finance and guarantees to Ind P It provides export credits 

ing goods on deferred payment oasis, ii p^ 
both during the pre-shipment and post-shipment stages. 

t •* snectacular achievements, the Bank has 

n- (a) Helavs in the appraisal and approval of purposals; 

suffered from a) delays in «e PP Deve|opment Bank and inter¬ 
national °finanei*l institutions; and (c) overdependence on foreign 
capital and technology. 

The IDBI has been restructured through the Public Financial 

sfeSSSS 

wing and (b) international finance wing. The accent is now on 
time bound processing of applications. Special attention is being 
paid to units showing symptoms of sickness. The^ entire share 
capital of IDBI is now in the hands of the Central Government. 

After restructuring, greater responsibilities have been imposed 
on the Bank. Recently, the Government has created a separate 
wing in the IDBI to finance the small scale sector. The Bank novy 
operates a Soft Loan Scheme to provide concessional finance to 
weak units in sugar, jute, cotton textiles, cement and engineering 
industries for modernisation. Loans totalling Rs. 374 crores have 
so far been sanctioned under the scheme but out of these only 
Rs. 78 crores were disbursed. A review of the scheme revealed 
that it has not been popular due to the convertibility conditions 
imposed by the financial institutions. The convertibility clause has 
since then been given up. 

The Bank has done a lot to speed up industrialisation in India, 
but much more remains to be done. The important tasks which lie 
ahead are : 

(/) speedier removal of regional imbalances in industrial 
development; 
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(//) wider dispersal of industrial ownership through the 
promotion of small scale industries; 

(Hi) promotion cf exports and indigeneous technology; and 
(iv) to maintain health in industry by avoiding sickness and 
revitalising sick industrial units in the country. 

‘‘There is every hope that these tasks will be attended to with 
the same vigour, dynamism, imagination, flexibility and sense of 
responsibility that have characterised the Bank's operations so 
far.” 1 

NATIONAL INDUSTRIAL DEVELOPMENT CORPORATION 
The National Industrial Development Coiporation (NIDC) 
was set up on 20th October, 1954 as a private limited company by 
the Government of India. The Corporation was registered with an 
authorised capital of Rs. 1 crore. The Corporation started function¬ 
ing with a paid-up capital of Rs. 10 lakhs wholy contributed by the 
Central Government. The Corporation also receives annual grants 
from the Government for the purpose of study, investigation and 
formulation of projects. The Government also grants loans as and 
when specific projects are taken up by the Corporation. The Corpora¬ 
tion is managed by a board of directors consisting of 8 members 
appointed by the Central Government. Of these one member acts as 
the chairman and one as a managing director and the remaining 6 
are ordinary members. 

Objects 

The NIDC has been conceived mainly as an instrument for 
securing a balanced and integrated development of industries 
in the ^private as well as the public sector. The Corporation 
intends to promote and develop those industries which are essential 
to fill up gaps in the industrial structure of the country but which 
are insufficiently developed due to the shyness of private capital and 
enterprise. Thus, the basic objective of the Corporation is develop¬ 
ment and not finance. 

Functions 

The Corporation provides financial assistance in the form 
of underwriting, direct subscriptions and loans. Until 1973, 
it provided financial assistance for the nationalisation and 
rehabilitation of jute, sugar and cotton textile industries. It plans 
and formulates projects for setting up new industries and for deve¬ 
loping of new lines of production. It undertakes the study and 
investigation of industrial schemes to ensure the maximum possible 
utilisation of national resources. The Corporation is expected to 
promote, establish and execute industrial undertakings which lead 
to the growth of ancillary industries in the private sector. The 
Corporation also functions as an agency of the Government for the 
grant of loans to any industry which the Government desires to 
assist. 

1. S.L.N. Simha : Essays on Finance , p. 116. 
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. -a- r»nwers It can provide all types of 

The Corporation has wide p sectors . It can provide 

assistance to industries in s ^ bscr ibe to shares and deben- 

or procure capital, under-wr.te and subsen ^ 

tures, issue guarantees, dra "; “* ’ to concerns engaged in the 

StSST-gS££ Si-or and ">■*»'"' — 

for other industries. 

Working finan rial assistance for the rchabilita- 

The N1DC has provided fina ? c ' a text j] e industries and for 
tion and modernisation of jute: and The total amount 

the expansion of maclune t t hese industries by 31st 

of loans sanctioned and disbursed and Rs . 118.6 crore* 

March. 1970 amounted to Rs Corporation provided 

respectively. B «' des ‘"“oi hire-purchase basis to cotton 

machinery worth 3.8 wore on c ^ j Government suspen- 
textile industry. In February 1 ms.u abililatio n and inoderm- 

ded the scheme of ass ^ la "7 to ^ e S e ndustries. Since then the 

fiSE?3PSIKS « ““ «-»■ 

The Corporation hasinves t 'gated m f °” d , ^ an forges | > precision 

industries like heavy machine buildi g • *_. f e rti ij se rs. dyestuffs, 
tools, optical and opthalmic g.as . hine building plant 

synthetic rubber, etc . has set up a heavy ^ up a Technica , 

at Haldia near Ranchi in Binar. in £ lltancv and engineering 
•Consultancy Bureau in 1960 to P r0V ^.^°" S a f budt up a body of 
services to industries. The Corporation J>“ t0 pr0 vide 

qualified industrial engineers and_techm man . powe r planning, 

consultancy service in industrial engl ” f* ices include project 

■fWif naanagement. «c. 1« ind 

designing, preparation of project rep ’ i( £ aIisation stu dies, 
feasibility studies, modernisation and nrcDare d projects for 

projects evaluation, etc. The Corporation P P n rU 2s and 

W »■«. Government undertaking^ ^ 

Pharmaceutical Corporation Ltd., u p j 1Kt(in Photo Films 

Hindustan Organic Chemical^ Ltd .^and^H consultancy 

sendees to Iran, Kenya, Libya, Malaysia Nepal. ^S^Britisb ?ndu£ 
also taken up assignments on behalf of UNlDO and British indus 

trialists. It earned foreign exchange worth Rs 48.05 lakhs during 
1972-73 from such assignments. The N1DC promoted in > 
subsidiary known as The Pyrites and Chemicals Development Pm ate 
Ltd. to raise, assemble and transport pyrites ores and to under 
. take manufacture of sulphur and sulphuric acid In1963 the 
Government acquired the entire share capital of this company to 
make it independent of the NIDC. TvTr>r . 

INDUSTRIAL RECONSTRUCTION CORPORATION OF INDIA 

The Industrial Reconstruction Corporation of India (IRCD 
was set up as a public limited company in April, 1971 by the 
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Government of India and the Reserve Ba " k ^finandaU^d^evel’ou. 
tion was set up as an adjunct to the existing financial ana develop 
mentar institutions. The need for setting up the Corporation was 
felt in view of the widespread sickness in industry arising from 
£«£ZV,,»,n,gem M P Indus,™l «U,»1 raw 

, ^S»5SLS ,,, ^Sl 

"E i-isra iJSft -" c ~ 

in industry. 


Capital Resources 

The IRCI was set up with an authorised capital of Rs. 25 
S1.S' Ban^of I h ndia b and n SS iSoSS 
T b hC H ?nSn P ter«;Tree Un !oan° of 

obtamcd an lhe Corporation can raise funds by 

STTb«n.Jm o“ o°nds and b, borrowing from .he R—,. 
Bank of India and the IDBI. 

Management 

-aRff^-T-rrsS 

the LIC the IDBI amTthcM4 nationalised commercial banks. The 
day-today adminteirajM *'“**£? Committee 

Functions .. . 

following forms : 

(0 Soft loans to industrial concerns; 

(if) Guarantees for loans raised by industrial units; and 
(/«) Moratorium on repayment of instalments of loans. 
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• , are eranted for meeting essential capital 

Concessional loans are g _ liabilities. The Corporation 

expenditure and repayment ot pre b enable assisted units to 

provides margin money or banks Thus, the IRC 

to i»P'-to8 P"to h “- 

ing, industrial relations. 

Working studied 547 out of 598 applica- 

By 30 th June, 1976, the IRC Of these, 451 applica¬ 
tions received for reconstruct,0^ ^ ^ ^ viable were 

tions were rejected because ® xhe remaining 51 cases 

outside the objectives «5J*g|^ tion sanctioned Rs. 33.52 crores 
were under scrutiny. Th P g res W cre disbursed. The 

to 81 units out of which R*j2M» for meeting the 

IRC! also arranged from banks By salvaging 81 industrial 

working capital needs of s ma i nta in employment of about 

units, the Corporation helped 1971-79, the Corporation 

, 7 a 4 2M “ d R! - 52 ' 72 “ otts 

respectively to 98 units. 

The IRCI grants reconstruction loans normally at a interest 

sass jsssurc £=£r-sts 

prolonged recession and 10 per cent of the total assistance went to 
units in the cotton textile industry. 

The IRCI has extended financial and other assistance to 9 

units taken over by the Government Indl * || nd S r '^-^n^has 
(Development and Regulation) Act, 1951. The ^ 

acted as authorised controller of 2 such units. The Corporation 
has set up a model textile processing unit, namely, the Textile 
Processing Corporation of India Ltd. to improve the quality of 
products of assisted units in the textile industry. The IRCI has 
created an inter-unit services scheme under which the assisted units 
obtain from each other their supplies of raw materials, ine 
scheme has resulted in better inventory control and higher sales on 
the part of assisted units and closer coordination of their activities 
by the IRCI. An industrial classification of the assistance 
sanctioned and disbursed by the IRCI is given in the following 
table. 
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Assistance provided by IRCI diirmg 


Industry 

Humber of 
units 

Sanctions 

Disbursements 

Food Manufacturing 

Textiles 

Chemicals 

Non-electrical Machinery 
Electrical Machinery 
Transport Equipment 

Other Metal Products 

Other Industries 

6 

6 

9 

6 

7 

13 

17 

15 

1.84 

1.84 

1.63 

1.03 

0.76 

9.40 

3.29 

2.74 

0.64 

1.00 

0.26 

0.65 

0.49 

6.10 

1.63 

1.67 

Total 

79 

22.53 

12.44 

Source : Annual Reports of the IDBI. 


Initially the operat.ons of the IRCI were confined to West 
Bengal but now the Corporation has extended its activities to Delhi, 
Andhra Pradesh, Maharashtra and Kerala. 


STATE INDUSTRIAL DEVELOPMENT CORPORATIONS 
State Financial Corporations (SFCsl often do not provide 
non-financial services required by small scale and cottage industries 
in different states of the country. Therefore, most of the States in 
India have set up developmental and investment Corporations to 
provide infra-structural and other facilities for the industrial growth 
of their respective territories. The first State Industrial Development 
Corporation was set up by the Bihar Government in November, 
1960. At present there are 24 State Industrial Development Cor¬ 
porations (SIDCs) in different states and union territories in the 
country. Maharashtra and Gujarat have State Industrial Investment 
Corporations (SIICs) in addition to SIDCs. 

Organisation & Management 

Though all SIDCs are state owned Corporations, they vary 
in organisation. In Maharashtra and Gujarat, they operate as statu¬ 
tory corporations while in other cases they are registered as. 
Government Companies under the Companies Act. A SlDC is 
managed by a Board of Directors including a managing director, 
all nominated by the state government. 


Financial Resources 

The capital funds of SIDCs are provided by state govern¬ 
ments. In addition, SIDCs can borrow from the Central and state 
governments, the financial institutions and the public It can also 
issue bonds and can obtain grants, subscriptions and deposits from 
the Central and state governments. The total resources of SIDCs/ 
SIICs as on 31st March, 1971 amounted to Rs. '24. 5 2 crores or 
which 44.3 per cent was by way of share capital, 5.2 per cent by 


5.87 


SPECIAL FINANCIAL INSTITUTIONS 

i 47 3 Der cent in the form oi 

loans' ThTc£«r“bStSf<state governments varies from 68.4 per 
cent to 61.9 per cent. 

Functions Dr0 mote industrial development by 

The SIDCs seek to P ro ™°« n resources . The emphasis is 
tapping the local ma,er ' al *,"? lvely un der-developed areas so as to 
on the industrialisation of r ^^' y deve lopment of the country. In 
SIS ;„ b T^Sfo^r'.1.DC P s perform .he foUo.mg 

functions : „«:c, a „ce in the form of loans, guaran- 

«> STSJ S“™S “f .ml «*“• subscriptions .o state. 

“““ S; 

The exact scope of a ^ , , t , lc ? vocs S <jf entrepreneurial activities 
S£ some*tahers* provide 1 raw ^materials ,nb o.her input. » 
industrial units. 

WOrk Tnhge a sfDCrhave 0 provided increasing assistance, to a widejange 
of industries such as textiles, pap , 1969-79 amounted to 

e $ tsp-U—*- given ta 

the following table by CIDC . s/SIICs (1969-74)^ ^ 


Type of Assistance 


Loans 
Debentures 
Underwriting and 
direct subscrip¬ 
tions 

Total 


Sanctions 

93.90 
00.13 


25.00 

119.03 


Disbursements 

55.90 
0.05 


16.30 

72.25 


There has been a phenomenal increase both in the number 
and the amount sanctioned to units in backward areas. SIDCs/ 
SIICs sanctioned Rs. 186 lakhs to 26 units in backward areas in 
1968-69. This amount increased to Rs. 6810 lakhs sanctioned to 39 
such units in 1978-79- The assistance sanctioned to units in back¬ 
ward areas accounted for 77.0 per cent of the total assistance during 
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1Q7R 70 More than 73 per cent of the industrial estates developed 
by hese corporations have been occupied by industrial units while 
occupancy ratio of all estates during the country is only 64 per cent. 

Besides financial assistance, these corporations promoted 24 
units with a total project cost of 54.3 crores about 30 per cent of 
which was financed by these corporations. However, these corpora¬ 
tions have not been able to assist un.ts in backward areas on a 
sca"e done bv SFCs. This is because SFCs get concessional finance 
from IDBl ^for assistance provided to units in backward areas. 
Moreover many projects promoted by SIDCs are not working sat.s- 
^ctodlY There is need for careful planning and proper monitoring 
of oroiects There is overlapping between the activities of SFCs 
and SIDCs and it may be desirable to merge them into one type of 

institutions^ insijrance CORPORATION OF INDIA 

The Life Insurance Corporation (LIC) was set up under the Life 

established on September 1, Qf directors consisting of 

Stools members. It "has also an investment committee which 
advises the Corporation in the investment of its funds. 


Objectives 

The main objectives of LIC are as follows : 

1 To popularise life insurance in rural and urban areas; 

2. To ensure a fair yield and efficient service to policy hol¬ 
ders at reasonable rates of premium, 

3 To provide life insurance protection to the citizens of the 
country by offerring suitable schemes of insurance, 

4. To ensure complete security or safety of policy holders’ 

money; and „ . ,. .... 

5. To mobilise effectively public savings for national building 
activities. 


Investment Policy . 

The Investment policy of the LIC is based upon the following 

principles: , 

(a) To ensure safety and profitability of policy holders money 

by avoiding investment in risky and specu^nve ventures and by 
holding bulk of its investments in Government and semi-Government 

( b ) To secure for the policy holders the benefits of industrial 
progress ly investing in the shares and debentures of sound com- 

PanieS (’c) To underwrite and subscribe to corporate securities so as 
to help in the promotion of new companies necessary for the sound 
industrial base of the country; 
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larger funds to the socially useful 
(d) To make av “££ t £^f public savings. 

schemes through the mobilisati l9 38 lays down the norms 

Section 27-A of ^““y^rding to the revised guide! ines 

for investments by the Li A ^ jnvestme nts of the LIC should 

announced in Octooer, , 

fU.d, i» C— - •» 

225 s=“TOiy“i‘» SKior'E 

mj p« «.*«■«■ 11 ■ t ' discre,ion of "‘''I 

-“StTaSS " 1,h ,he 

p?ior approval of the Central Government. 

The main function of LIC is not financing but ^^"p^viding 
insurance business. But since its incepti • 0ver thc years, 

long terms and medium term finance to V -policies with a sum 

its insurance business hasincreased from 50 lakh pobc of Rs 

of Rs. 1250 crores in 1956 to 1859 lakhs ,P°‘^ ieS an d disbursed loans 
8202 crores in 1977-78. The: LICsane*oned and d l979 . 

cerns* B^ideHfretf loans. LIC 

ssar® 

crores during 1975-76. The direct subscription 5 and^ unde ™ r r wri * s 
totalled Rs. 462.3 crores upto 3 St March, 19.6. LI The 

about 10 per cent of the total underwriting itthe:ountry. 
Corporation has also invested in the securities of ICICI, IFC1, bt t s. 
and such other financial institutions. LIC has becol " f aU otcd 
share-holder in the private sector. In a survey of 332 quoted 
companies during 1971-72 it was found that LIC was among 5 thetop 
ten share-holders holding about 40 per cent of the equitj-capital of 
the companies surveyed. By virtue of its voting power, it can 
influence the business policies of companies to subserve the common 
interests. It can appoint its own nominees on their board oi 
directors to ensure sound management in the pr> vat e c ° r P°™ 
sector of the country. Through its operations, the LIC has exercisea 
a stabilising and healthy influence on the securities markets in inaia. 

The LIC has emerged as the largest single mobiliser of public 
savings. The savings mobilised by it have increased from Ks. 25 
-crores in 1956-57 to Rs. 292 crores in 1972-73 which constitute 
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about 7.5 per cent of the net domestic savings in the country. The 
corporation is expected to serve the broader socio-economic 
objectives besides the economic interests of the policy holders. 
Through the investment of anormous funds at its disposal, the LIC 
has helped the welfare schemes like public housing, water supply, 
drainage, slum clearance, electricity distribution, etc. The share of 
its investment in public utility services has increased from 10.1 
per cent in 1966 to 25.6 per cent in 1973. The LIC has played an 
important role in the development of basic infra-structure for the 
rapid economic development of the country. 


The table on page 5.91 reveals that the share of LIC's invest¬ 
ment in government securities and corporate securities has gone 
down while the investment in welfare schemes has increased. This 
indicates that LIC has put greater emphasis on public welfare 
schemes. Of the total investments as on 31st March, 1979, the share 
of public sector was 74.4 per cent and that of the private sector 
13.5 percent. Cooperative sector and joint sector accounted tor 11.5 
per cent and 0.6 per cent respectively of the total investments. 

A high powered expert committee which was appointed to 
study the working of the LIC and to suggest improvements therein 
has observed that the LIC expenditure is much higher than the 
statutory limit of 15 per cent and the staff strength is too high by 
international standards. The Committee has suggested radical 
simplification, rationalisation and modernisation of operations of 
the LIC and a thorough review of its administrative structure to 
draw full benefits from the economies of scale. The Committee 
has recommended reduction in premium rates or handsome bonus, 
reduction in the expenses of the corporation and freedom to invest 
funds to get best returns. The Government has accepted the first 
recommendation and the premium rates of LIC have been reduced. 
The implementation of the remaining two recommendations can. 
make life insurance really attractive to the public. 


NATIONAL SMALL INDUSTRIES CORPORATION 

The National Small Industries Corporation (NSIC) was set 
up in February, 1955, as a Private Limited Company wholly owned 
by the Government of India. The Corporation aims to Mg, 
advise, finance and promote the interests of small scaleJ"<*ustries 
in the country. In order to achieve these objectives, .the corpora- 
tion performs the following functions : 

1. Securing government orders for the products of small 
scale industries; 


2. Coordinating small scale industries with large units so as 
to enable the former to act as ancillanes to the latter ; 

3. Constructing and managing industrial estates for smal 
scale industries; 


THE PATTERN OF INVESTMENTS OF LIC 
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lb Ml UL- with an authorised capital of Rs. 10 
a paid-up capital of Rs. 2 lakhs. At present the 

* • * . i * r no in opAr^s and a natn. 


4 Providing financial, technical and managerial assistance 
to small scale industries. The corporation underwrites and 
guarantees loans from banks and other financial institutions to 

small jcale^un^^g sca j e un its j n the marketing and exports of 

their products by arranging display and exhibitions of their 

product Seuiog up and of proto-type production-cum- 

t raining c ^^ cting j nlen sive campaigns in backward areas to 

P 0 "?L 1 O NsicS'pSm S both p,optional.andcn»„ci,l 
functions. It has separate divisions for these functions. 

Financial Resources 

The NSIC was set up 

lakhs and with a paid-up c-j/.m.. — , .. 

Corporation has Govim."., of 

K,"""ho CorJorSc.n itt roo.urc. .h.o.gh 

India, i ne c,orput Central Government, commercial 

is vested in a board of directors consisting of 7 dircct ^ r J a 
chairman all of whom are appointed by the Government of Ind.a. 

Working 

A brief review of the Corporation’s operations is given below : 

1. Government Orders: The Corporation acts as_a hason 
. ,t,_ cnle units and the Director General of 

Supplies and Disposal to assist 

ars* rs m 

value of contracts secured increased from Rs. 4 crores in ivou 
Rs. 35 ‘ Cf °™^ c : n p l ! r 9 £ 7 h 4 aS e 5 Assistance : During a period of more than 

units located in specified backward areas. 

small scale units. The Ban* aavauMb ^ The Bank 

raw materials a S ainst P' edg * "5 ^hs to 36 small scale units under 
££rACfonthiS the*total assistance was given to 
engineering, electrical and metalurg.cal industries. 
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« * Tht* marketing division ot tne 

4. Marketing Seme*‘ and publicity for products of 

Corporation conducts sales ‘ over & the division .ncreased 

small industrial units. The sa 2 .50 C rores in 969-70. The 

from Rs. 1-60 crores in 1968 69 mater ials for small scale units. 

Corporation also secures scar WQrth m ore than Rs. 25 crores 

It has distributed scarce m W* expor[ departmen t of the market- 
by the end of March,197 . i m all sca le units. 

ing division encourages export y 

. a a- • The NSIC has set-up Proto-type 

5. Promotional Activities. Th N Ra j kol and Howrah to 

Production and Training Centres «» and to impart training 

produce prototypes of lmportea m ^ ha$ a|so $et up lw0 model 

to the personnel of small sea • 31st March, 1972 the 

industrial estates at Okhla and^ 0 7 smaU scale units. The 

for ' lec,r °" ,cs 

and leather footwear machinery. 

The above desc "P ti ° n ^e'the'"ause of small scale industries 

played an important role to s promotional expenses of the 

in the country, however,'th p Moreover the Corporation 

several years mainly on account of its 

hire-purchase operations. 

Trends in Institutional Finance in India 

Development banks are' C- 

agents respondingtorequ^ tf 6 ^ become , he m ost important 
ments of active change. ir ? y p rom a meagre Rs. 16 crores 

source of industrial finance 1 ed t R 5557 crores by the end 

in 1955, their assistance has increasea 10 ^ increased by 16 

of s « p tember, 19’9. Tota^sancuons ^j^Ue”ourdisbur«;- 

per cent from Rs. crores to Rs. 931 crores. These insti- 

ments increased fro • cent of the tota | asse t formation 

In^hepScorporate sector P and about 50% of total exertning 
finance P Special financial institutions now provide about one-third 
of the total long-term finance to industry in India. A seminar on the 
role oftfinancia?institutions in accelerating industrial development 
was held in January, 1971. It was concluded at the seminar that 
these institutions have played a leading role in the!balanced mdus- 
trialisation of the country, enforcement of .platP riorit,es ; 
of (taps in the industrial structure of India and in the effective 
utifisation of the national sources. During 1955-56 the average 
annual assistance provided by these institutions was Rs.11 cro.es 
which increased to Rs. 61.6 crores in 1977-78. It is estimated to rise 
to about Rs. 100-150 crores by 1981. About -5-30 per cent of the 
total cost of a project is now provided by these institutions. Increasing 
importance is being given to backward regions which now get about 
one-half of the total funds sanctioned by these institutions. About 
12 per cent, 17 per cent, 5 per cent and 66 per cent of their assist- 
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ance now goes to public sector, joint-sector, cooperative sector 
and private sector industries respectively. These institutions have 
strengthened and oriented the capital market in India through 
their investment and underwriting operations. These institutions 
have promoted entrepreneurship and balanced regional develop¬ 
ment in the country. Underwriting and direct subscriptions by 
such institutions have increased from Rs. 29-8 crores in 1975-76 to 
116.9 crores in 1978-79. The following tables sum up the assistance 
provided by these institutions in India. 

Assistance provided by Term Financing Institutions 
up to September, 1979 



(Institution wise) 

(Rs. cores) 

Name of Institution 

Sanctions 

Disbursements 

I F C I 

809.9 

641.4 

ICICI 

1201.1 

876.6 

IDBI 

3340.0 

2229.2 

I R C I 

68.8 

58.6 

U T I 

190.2 

114.6 

L I C 

553.2 

338.1 

S F Cs 

1333.0 

932.8 

S I D Cs 

480.8 

315.3 


Total 8058.0 

5556.6 

Source : Annual Reports of IDBI. 


Assistance 

provided by Special Institutions, 
(Composition wise) 

1948-79 

(Rs. crores) 


Type of Assistance 


Sanctions 


Disbursements 


Rupee loans 

6048.2 

4096.6 

Underwritings and 
direct subscriptions 

Foreign currency loans 

548.3 

700.5 

301.8 

560.4 

Total 

7297.0 

4958.8 


Source : A nnual Reports of IDBI. 

It has been estimated that these institutions now provide 
about one-third of the total investment in the private sector. 

An encouraging feature of institutional finance in India is that 
the financial institutions have become important imetoB >“ 
trial securities. They rank among the top ten equity!shareho ders in 
public limited companies in the private sector. These nstitutions 
have exercised a healthy influence and financial discipline on the 
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private corporate sector in India. They act as the counter-veiling 
power against big business houses and inner groups in the private 

sector. _ 

An yearly break-up of the institutional finance is given below. 


Assistance provided by Term Lending Institutions 

(Year wise) (Rs. crores) 


Year 

{April-March) 

Sanctions 

Disbursements 

1954-55 

16 

4.8 

1964-65 

118 

91 

1974-75 

550 

428 

1977-78 

1182 

804 

1978-79 

1370 

931 


There is need for a reorientation of the policies and function¬ 
ing of the public financing institutions in the context of the chang¬ 
ing requirements and objectives of the country. These institutions 
have tended to favour more advanced states of the country. There 
is need to reduce the formalities and time involved in the sanction 
and approval of loans. They should hence forward reach out new 
areas, new projects and new heights. They should undertake greater 
risks and responsibilities. They should give more emphasis on the 
potential and soundness of a proposal than on its security and pro¬ 
fitability. For this, the staff of development banks must learn the 
modern techniques of appraisal and follow-up. They will have to 
develop techniques for monitoring incipient sickness as also for 
preparing documented cash-flow and cost-benefit analysis of projects 
in different regions. 


A comparative summary of the main financial institutions is 
.given at the end of this chapter. 

INVESTMENT TRUSTS 

An investment trust or investment company is a financial 
institution that pools or collects public savings and invests them in 
a wide range of securities. It buys securities with the object of hold- 
ing them and earning income thereon. The income so received is 
distributed among those who have invested in the trust. “The trust 
collects investible surplus of a large number of people and invests 

a . dl j e , r , S i lfi f d . grou P of securities in order to distribute the 
risks involved. * An investment trust provides added security to the 

.', S . spreadover a number of securities and 

.fJ Tif due V? * fall,n the value of an y one of them is 
minimised. The small investor is thus enabled to have an interest 

exne!? r m e a n a U ff mber of f com P ani es. Such diversification of risks and 

Sri^estmenI en lH fSeCUnt,eS uf nSUreS investors the safety of 

1 H a r 3 reasonab,e retu ™ on it. By acting as a 

1* Hoa gland . Corporation Financial, p. 688. 
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channel of finance to industry, the investment trust accelerates the 
process of economic development It helps 

industries and in the expansion of existing industries. It provides 
risk capital to industry through underwriting and direct subscription 
to shares. It acts as the investors' investor. It 

and deal in securities. Unlike a holding company t does not seek 
to acquire the management of companies in which it ® ut £ 

keeps a continuous watch on the operations of client concerns to 
ensure safety of investors’ funds. By providing diversification of 
skills and expert management, investment trust constitutes a sound 
and economical way of collecting small and scattered savings from 

a wider seaion of the community. “The investment rust aims to- 

in- 0 rd investors greater safety of principal and a greater return on 
the!r investmentf than would be possible by indmdual ,nv Jment 
It accomplishes its purpose through diversification of risks and. 
skUful°management of securities.” 1 An investment trust is different 
from investment council which consists of experts who provide 
investment advice to those who have funds to invest in securities. 
An investment trust. on the other hand, is not mere adviser but has 
the fuU powers to employ the entrusted funds ,n varied types of 

securities. 

Investment trusts are of two types : 

Unit Trust or Fixed Investment Trust is a pure and simple trust 

mmem 

pure and simple trust. 

A unit trust thus has three 

beneficiaries, (b) the management, an , ^ • 0 f sub-units low, 

following advantages: (i) By keeping P , r t u e trust, 
small investors may be enabled to become members of the trust 

(li) Investors know definitely where their money is invested. 
They can claim their interest in the trust fund. 

(iii) The dangers of manipulations^V^an^ 
table investment are avoided as management 
investments of the trust. 

C.w. Gerslenbeig : Financial Organisation and Management of Business , 


a r a 
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(iv) Securities are in the safe custody of the trustees and 
investors’ interests are fully protected. 

(v) Due to permanent interest in companies the trust can 
regulate their management in order to protect interests of unit- 

holders. 4 A ( 

(vi) Unit-holders can sell their units easily to the trust without 
the inconvenience and expense of dealing on a stock exchange. 

A unit trust, thus, oilers advantages of spread of risk, profes¬ 
sional management, diversification of investment and liquidity. 

Fixed trusts suffer from the following limitations : 

(a) Due to a fixed portfolio of securities, a fixed trust cannot 
fully diversify the investment and is subject to greater risks than a 


management trust. 

( b ) Fixed trust is less flexible as investments cannot be 
changed when a company runs into losses. Due to this the trust 
and unit-holders may suffer. 

(c) Costs of operation are very high due to brokerage and 
commission paid on the sales of units, office expenses and trustee 
fees. Units are, therefore, priced at higher than market rates. 

td) All the net income of unit trust is distributed to unit- 
holders so that ploughing back of profits is not possible. In the 
absence of adequate reserves, the trust is an easy prey to depression 
and other crisis. 

(e) Units are not listed and. therefore, no ready market exists 
for them, f.e., they cannot be sold on the stock market. They have 
to be sold at prices decided by the trust. 

(/) The fixed trust issues certificates of only one type. It 
cannot obtain, therefore, the benefits of trading on equity or capital 
gearing. 

(*?) During the boom period the trust has to sell progressive 
sales of units to buy securities at high prices. 


(//) Theie is divorce of control from ownership as unit-holders 


do not have powers to control the trust. 


Management Investment Trust is a company which gives wide 
latitude to the directors both in original selection of securities and 
in changing the investment portfolio. It is also known as Discretion¬ 
ary Trust or Flexible Trust or Investment Company. As the choice 
of securities is left to the discretion of the management, the Board 
of Directors must be competent, honest, vigilant and with a sense 
of responsibility. A management trust raises capital by issuing 
shares and debentures and invests the funds so collected in a wide 
range of industrial and government securities. Like other 
companies, it creates reserves and distributes dividends on its 
shares. The management and administration of funds is vested in 
the Board of Directors. 
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An investment company differs from a unit trust in several 
respects : 

(a) A unit trust buys back its units as the units are not trans¬ 
ferable. The shares and debentures of an investment company are, 
on the other hand, freely dealt in on a stock exchange. 

( b ) The investments of a management trust are at the discre¬ 
tion of the management. A unit trust invests in a fixed list of 
securities which cannot be changed by the management. 

( c ) A unit trust is a pure trust and the trust is distinct from 
the trustees. An investment company operates the trust as well as 
manages the investment. 

A management trust has following merits : 

(i) Due to discretion of investment, management is able to 
fully diversify the investment and minimise the risks. It enables an 
investor to earn a regular and higher return on his capital with 
security of investment. Risk of loss is minimised due to diversifica¬ 
tion of investment and alert vigilance of management. 

(//) A small and uninformed investor gets the benefit of expert 
evaluation and efficient management of securities. 

f/ii) Specialised and experienced staff of the company protects 
investors’ interests by shifting investment from less profitable to 
more profitable securities. 

(iv) Opportunity for safe and profitable investment encourages 
thrift and genuine investment activity and discourages unhealthy 
speculation. 

(v) Investors have a ready market as shares and debentures of 
the investment company are usually listed on a stock exchange. 

(w) Through a constant touch with the capital market, and by 
confining investment to sound concerns, the trust helps in channeliz¬ 
ing public savings into the most deserving investments. 

(v/7) Benefits of gearing and ploughing back of profits are 
available. Cost of management is lower. Conservation of capital 
and reinvestment of profits increase earnings. Shareholders not only 
bear risks but also exercise control. 

An investment company is subject to the following demerits : 

(a) As management has the discretion to choose and change 
the investments, there is a danger of manipulation by dishonest 
management. 

( b ) Incompetent and inexperienced management may commit 
errors of judgment which prove fatal to the very survival of the 
trust. If the management falls in the hands of ignorant, dishonest 
and speculative minded persons, the trust is doomed. 
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Th* shareholders do not deBnitel, know where the.r 
money is invested. fl„»;h',litv and limited diversification 

Unit trusts suffer from .nflex,b,l.ty and^Um ^ j$ subject tQ 

of investment. A ma ™& e , discretion in the matter of the mvest- 
the dangers of ma " a f lim e S raa de to avoid these disadvantages 
meats. An attempt .ssome^ » management . Such a trust is called 

” !ut ' erv “ d ,tUS '' 

Investment Trusts in India started , ate jn India due to 

The investment trust . cnterpr ise, shyness of capital 

delayed developmentt ofthe join t Bankin g Inquiry 

and frequent failure ofcompa - Commiltee stressed the need for 

Committee as "f ' 1 m a l,,, se and direct public savings in industry, 
investment trusts to mo 1933 by m/s Prem Chand Roy 

Industrial Investment Trust s p investment trust in India. 

Chand in Bombay is u sa lc r^n e,tablished investment trusts. Tatas 
Several big business houses the Consolidated Investment 

established the Tata Ltd and Investa Indus- 

Trust. the Investment Corporation ol I , & Finance C o. 

"'h Sraf Tnles men and Trust' Co. Birlas created New India 

™SS&rJi? s-am sks 

‘Smew S ,% d i m wtVa !L*!!d "pT.'^'ot'r?42 

S of ?&£ IKS 

study 1 P of 263 finance and investment companies revealedI that the 
share capital and reserve of these companies amounted to Rs. 61.89 
crores and Rs. 44.86 crores respectively in 1971-72 and their invest¬ 
ments were Rs. 359.17 lakhs. Investment trusts in India do not 
provide the benefits of diversified investment and expert manage¬ 
ment to investors. They serve the interests of the business houses 
which control them. In India, investment trusts are owned and 
controlled by business houses to establish and control subsidiaries. 
They finance their own concerns instead of providing benefits of 
diversified investment to investors. The term ‘investment trust is 
thus largely a misnomer in India. The Shroff Committee strongly 
advocated the need for unit trusts in India. 

Unit Trust of India 

An important landmark in the history of investment trust 
movement in India is the establishment of the Unit Trust of India. 
The Unit Trust of India (UT1) was set up on 1st February. 1964 as 
a statutory public corporation under the Unit Trust of India Act, 
1963. The Trust started functioning with effect from 1st July. 1964. 
It aims to pool small savings by providing opportunity for safe and 

1. RBI Bulletin, June , 7977, pp. 1091-94. 
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profitable investment and to channelise them into productive invest¬ 
ments. The main idea behind the setting up of the Trust was to- 
promote savings and investment habit among people. The trust 
pools the savings of the community through the sale of units and 
invests them in various types of securities. The Trust seeks to 
ensure a diversified ownership of industry by enabling the small, 
investor to participate in the fruits of industrialisation. It facilitates 
in the development of a healthy capital market in the country. It 
acts as a financial intermediary that collects financial resources from 
savers and invests them in a wide range of securities. It offers 
individual savers benefits of expert management, steady income, 
liquidity of investment, diversified investment, and reasonable re¬ 
turns with minimum risks. It helps in the process of capital forma¬ 
tion in the country. Its primary aim is to offer to the unit-holders 
a regular and growing income consistent with safety and security of 
investment. By mobilising public savings, it provides resources for 
the planned industrialisation of the country. 

Capital : The Unit Trust has an initial capital of Rs. 5 crores 
contributed by the following : 

Reserve Bank of India Rs. 2.50 crores 

Life Insurance Corporation of India Rs. 0.75 crores 

State Bank of India Rs. 0.75 crores 

Scheduled Banks & others Rs. 1.00 crores 


Rs. 5.00 crores 


The trust can borrow' from the Reserve Bank of India and the 
term lending institutions to augment its funds. 

Management : The management of the Trust is vested in a 
Board of Trustees. The Chairman of the Board and four other 
trustees are appointed by the Reserve Bank of India. One trustee 
each is nominated by the LIC and the State Bank of India and two 
trustees are elected by other subscribers to the initial capital of the 
Trust. The RBI also appoints an Executive Trustee. There is an 
Executive Committee consisting of the Chairman of the Board, the 
Executive Trustees and two other trustees nominated by the RBI. 
The Committee acts under the guidance and control of the Board. 
The Board of Trustees is supposed to act on business principles with 
due regard to the interests of unit holders. 

Investment Policy : The investments of the Trust are governed 
by two factors : (i) security of capital or safety of investment, and 
(ii) a reasonable return including capital appreciation. It is speci¬ 
fically provided in this regard that (a) investment in any one 
company should not exceed 5 per cent of the total invested funds of 
the Trust or 10 per cent of the value of securities issued and out¬ 
standing of such company, whichever is lower; (b) not more than 5 
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, w, funds should be invested in the initial 
per ceat of the ‘“Y^ndSrial undertakings; (c) The Trust has 
issues of securities of ‘ f fixed inc0 m: bearing and other 

than 6 per cent per annum. 

Distribution of Surplus:T£ .^^^hTunircStS 
are to be allocated as between tne i k jnst ths umt capital 

But non-interest expenses that can b-cjarg L At 

cannot exceed 5 per cent o f tte S«>« capjta , j( to be d.str.bu- 
least 90 per cent of the ne b hiad these provisions is to ensure 

ted to the unit ^^.^''jTo un.t holders as possible, 
as high an income dist valuable tax concessions 

Tax Exemptions : ^'intermediary, the Trust is exempt 
and exemptions. As a . exempt from payment of 

from the payment of aU taxes ^j and ita( gains (b) Income 
income tax. super taxes on > exempt from income-tax. 

upto Rs. 1,000 revived fro®‘he Trus s eso ^ e) . gible trusts can 

-uni. s up,o R, 25000,- is 

from wealth-tax. . 

The Trust has following special features . 

(/) It is the first Unit Trust in the public sector in the world. 

_ a .ssms-rs: 

agencies. tax advanta ges which are not available to other 

ownership of the Trust. . 

Unit Schemes : The Trust has introduced the following 
•schemes to mobilise public savings : 

(/) Unit Scheme 1964 : It is the original and general scheme. 
The face value of one unit is Rs. 10 and one can buy any number 
• of units in the multiples of 10. Units are sold at prices fixed daily 
by the Trust. Units can be sold back to the Trust at prices an¬ 
nounced daily by the Trust. Face value of outstanding units under 
this Scheme amounted to Rs. 330.3 crores on 30th June, 1979. 

(ii) Reinvestment Plan 1966 : Under this plan, dividends 
earned by a unit-holder are automatically reinvested in further units. 
A unit-holder can join the plan for a part of his holding and can 
leave the plan at his will. 

(ill) Voluntary Savings Plan 1969 : This plan was set up to 
facilitate investment in units by medium and small income groups 
.through periodical contributions. 
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(iv) Children's Gift Plan 1970 : Any adult can give a gift of 
50 units or more in the multiples of 10 to a child of less than 15 
years age. The investment remains with the Trust in the name of 
the child until the child becomes an adult. Annual dividend is 
reinvested in further units and the investment grows at a compound 
rate. Attractive prizes are offered to lucky ones. 

(v) Unit Linked Insurance Plan 1971 : It is a unique scheme 
launched along with the Life Insurance Corporation of India. This 
is a 10 year contractual savings plan under which any resident in 
India who is above 18 years and not more than 45-1/2.years can join 
for an amount between Rs. 3,000 and Rs. 12,000. A nominal 
amount from the contribution (yearly or half yearly) is paid to L1C 
for the first seven years and the rest is invested in units. In case of 
the death of the unit holders, the legal heirs are entitled to the 
amount of the insurance cover and the units standing credit to the 
account of the deceased. Contributions to the plan are exempt from 
income tax. 

(vi) Capital Units Scheme 1976 : Under this plan, funds are 
invested in the equity shares of companies having good growth pros¬ 
pects. Barring extraordinary and unforeseen situations, the unit 
holders’ investment can double in about 5 years. The face value of 
each unit is Rs. 100 and units are sold in multiples of 5. The sale 
of these units was suspended with effect from 22nd April, 1976. 

Units under the Unit Scheme 1964, Unit Scheme 1976 and Re¬ 
investment Plan arc now transferable. 

Working : Over a period of the last 16 years, the Unit Trust 
of India has made remarkable progress. It has proved a boon to the 
small investor, the capital market, the corporate sector and the 
Government of India. Small investor can invest his savings in 
the units of the trust and can expect a fair return on his investment. 
By June 30, 1979, it had sold units worth more than Rs. 365.9 
crores to more than 8 4 lakhs accounts all over the country. The 
dividend paid to unit-holders has increased from 6.1 per cent to 10 
per cent and the margin between sale and repurchase prices of units 
has been reduced. The Trust makes special offers during July every 
year. It has 2,300 approved agents and 3,500 registered brokers for 
the sale of units throughout the country. The following table shows, 
the sale of units by the UTI. (page 5.103). 

On June 30, 1979, units outstanding amounted to Rs. 358.78 
crores. During 1978-79, units worth Rs. 5.45 crores were sold under 
the unit linked insurance plan. There has been an overwhelming 
response to capital units and investment under the reinvestment plan 
has more than doubled. Most of the applicants are salary and 
wage earners and majority of the applications are for 50 units or 
less. On 30th June, 1979, the investible funds of the Trust amounted: 
to Rs. 402.4 crores. 



SPECIAL FINANCIAL INSTITUTIONS 

Sale of Units by the UTI 
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(Rs. crores) 


Years 


Sales 


Repurchases Outstanding. 


1964- 65 

1965- 66 

1966- 67 

1967- 68 

1968- 69 

1969- 70 

1970- 71 

1971- 72 

1972- 73 

1973- 74 

1974- 75 

1975- 76 

1976- 77 

1977- 78 

1978- 79 
Total 


19.13 

2-15 

0.40 

1.10 

18.73 

19.78 

9.24 

1.99 

27.03 

15.33 

17.16 

1.22 

1.67 

41.14 

56.63 

22.83 

2.03 

57.42 

18.00 

3.20 

92.23 

15.08 

2.60 

104.71 

23.17 

3.00 

124.88 

30 64 

3.70 

151.82 

28.70 

20.40 

160.12 

28.97 

10.97 

178.12 

34.58 

8.03 

204.67 

73.27 

11.23 

266.71 

101.53 

9.46 

358.78 

439.78 

81.00 

1860.77 


~ The investments of the Trust are spread over a large number 
of securities as shown in the following table : 

Investments of UTI as on June 30, 1978 


Amount 
(Rs. crores) 


Per cent of 
Total 


Ordinary Shares 
Preference Shares 
Debentures and others 
Total 


112.0 

16.4 

64.6 


58 

8.5 

33.5 


193.0 


100 


The UTI is now the single largest buyer of industrial securities. 

It also underwrites new issues of securities and by March 31, 1979, 

total underwriting and direct subscriptions by the Trust amounted to 
Rs. 126.9 crores. The Trust has been providing an increasing rate 
of dividends to unit-holders and their investment is quite safe. The 
Trust has introduced new schemes from time to time which have 
provided an opportunity to investors to invest according to their 
needs. The Trust has helped in the mobilisation of small savings 
for investment in industry. Its investment in equity shares has 
increased from 45 per cent of its total investment in 1970 to 72 
per cent in 1979 but underwriting has gone down from 24.2% in 
1969-70 to 3.4 % in 1978-79. 

The Trust has been criticised on several grounds and there are 
several challenges before it. 

1. The Trust has sold 65 per cent of its units in the metro¬ 
politan towns and Ahmedabad. There is need to sell units to new 
groups of people and in rural and semi-urban areas to benefit more 
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and more people. It has been facing competition from other finan¬ 
cial institutions that provide good yield to investors. 

2. There is need to change the investment policy of the Trust. 
About half of its investments are in fixed income bearing secu¬ 
rities due to which there is limited scope for capital appreciation. 
Due to a conservative criteria investments are confined to a narrow 
range of securities. 


3. The Trust has become monolithic in structure. A decen¬ 
tralised and diversified structure will result in more effective super¬ 
vision and management of portfolios. Several unit trusts of moder¬ 
ate size may provide better services. 

4. The expense ratio of the Trust is 12 per cent which is 
higher in comparison to the unit trusts of other countries. As the 
Trust can distribute 90 per cent of its net income, very little is left 
for reinvestment to strengthen its financial position. 

5. Investors do not get the right to attend the annual general 
meetings of the Trust or the companies in which their money is 
invested. However, a common unit holder does not desire this right. 
A share holder gets coupons to purchase his company’s products 
at concessional rates but a unit holder does not get this benefit. 

6 . There is need to rationalise the price policy of the Trust. 
Sale of units has been high when no premium has been charged by 
the Trust. Capital appreciation realised by the Trust is not available 
to unit holders. The trust has failed to induce small and poor 
investors to invest in units. Moreover, the repurchase prices are 
purposely kept at a low level due to which unit holders suffer a 
capital loss and investment in units becomes less liquid. 

7 The Government should help the Trust by investing a 
portion of public trust funds in units. There is need to have a 
regular sales drive. The Trust should conduct a study of the savings 
and investment habits of the people in the country. Such a study 
would help in designing appropriate unit schemes and sales cam¬ 
paigns. Trust ha$ failcd tQ keep the unit holders fully informed 
of its investment portfolio. In view of the increase in national 
savings the DTI has not played an active role in mobilising such 
savings.’ It should emerge as a potent force in the capital market of 

the co “ , ^ ver> most of these defects have been eliminated. The 
Trust has set new records during the year ended 30th June 1979 
The sale of units increased from Rs. 73.27 crores in 1977-78 to 
Rs 101.53 crores in 1978-79. The Trust hopes to sell units worth 
u ’ l?s crores during 1979-80. The annual income of Trust increased 
to Rs. 25.97 crores from Rs 19.60 crores in 1976-77. In spite of the 
rise in the unit capital from Rs. 183.5 crores to Rs. 243.5 crores, it 
was able to increase the rate of dividend to 10 per cent. The Trust 
would allocate this year larger amount to the general reserv e to 
strengthen its financial position. 
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UTTs investment in equities increased to Rs. 11 2 crores from Rs. 

100 crores in 1976-77. The equity portion recorded an appreciation 
of 36 per cent and the overall appreciation of its investment is 
around 18 per cent. 

Following changes were made on February 16, 1976 in the 
structure of the UT1 under the Public Financial Institutions 
(Amendment) Act, 1975 : 

(/) The capital of the UTI held by the RBI was transferred to 
the IDBI; 

(//') UTI is now a subsidiary of the IDBI; 

(Hi) The Chairman of UTI is appointed by the 
Government in consultation with the IDBI; ana 

(iv) IDBI appoints one executive trustee and 4 other 
RBI and other financial institutions nominate 
and 5 trustees respectively. 
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UNIVERSITY QUESTIONS 

1. What is an Investment Trust ? Discuss the functions and working of 

the Unit Trust of India. (Delhi, 1976) ; 

2. Examine critically the role of the Life Insurance Corporation of India 
in the Indian capital market. 

3. What do you mean by Development Banks ? Account for the growth 
of such institutions in India. 

4. Make a comparative study of the two special industrial financing 

institutions in terms of their objects and functions. (Delhi, 1977) 

5. Describe the functions and working of Industrial Development Bank 

of India as an apex institution of industrial finance. (Delhi, 1972) • 

6. Analyse the objects and functions of Industrial Finance Corporation 

. of India. (Nagpur, 1968, Agra, 1969 ) j 

7. Describe the role of I.C.l.C.I. in the field of underwriting in India \ 

(Delhi, 1973) . 

8 . Write a note on the objects and functions of State Financial Corpora- i 
tions in India. 

9. Discuss the significance of financial assistance given by special Indus- j 
trial financial institutions as a source of finance. In this context explain tne , 
services of Industrial Finance Corporation of India to Indian industries. 

(Delhi, 1978) 
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trustees. 
1 trustee 
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The Securities Market 



1. 

2 . 

3. 

4. 


The capital market is an 
the various suppliers> and usef » shor ,. t erm finance. The 

from the money market ."" k belween suppliers and users of finance- 
capital market serves.a a t ^“ ion PP of public sav.ngs and 

It is a mechanism forArrive investments. An important consti- 
channelising themi in produc i jes market or market in in- 

tuent of the capUal market is i Jhe securities market is a wide 

dustrial and S 07 *™?*® 1 sellers of securities and all those ageu- 

terraembracingthebuyersa d » and resale of corporate- 

«■ — inc, " d ' s: , 
Activities relating to the origination, distribution and 

trading in of securities, 

Organisations which facilitate these activities; 

Individuals and institutions which buy and sell securities; 

Rules, regulations, customs and practices that control the 
organisation and conduct of business in the market. 

The securities market may be studied under two heads: 

(a) The New Issues Market, and ( b ) The Stock Exchange. 

The New Issues Market is concerned with the floatation and 
distribution of new issues of shares and debentures. It consists 
of companies issuing securities, the buyers of new securities and 
the various intermediaries which help in the disposal of new secu¬ 
rities. Issue houses, underwricers, investment brokers, stock brokers, 
etc are the important constituents of the New Issues .Market. 
Another wing of the Securities Market is the stock exchange which 
is concerned with the resale of second-hand securities. It provides 
facilities for trading in listed securities. It is the market where 
second-hand securities are bought and sold for investment or 
speculative purposes. Organisationally, the New Issues Market is 
distinct from the market for old securities but the two are integral 
parts of a single market and the changes in one affect the other. 
The various constituents of the securities market are shown in the 
following figure : 

1. Bayard O. Wheeler : Business— An Introductory Analysis , p. 328. 
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Issue of Securities by a Company 

4 

through 

4 

The New Issues Market 
4 

to 

4 

Individuals and Institutions 

4 

Who may resell the same through 

The Stock Exchange 
(Trading in listed securities^ 

To other Individuals and Institutions 


The New Issues Market 

The marketing of new issues is a highly specialised job. New 
securities are purchased by several types of investors for different 
reason The essentia! function of a New Issues Market is to 
encourage the flow of savings into industry and to facilitate the 
transfer of investible funds from savers to users This involves (a) 
origination, i.e., investigation and processing of proposals for new 
issues; (b) underwriting of new issues; and (c) distribution of new 
securities among the investors. 

There are several methods of selling securities and the choice 
depends on the size of the issue, the number and location of inves¬ 
tors and the conditions in the capital market. The method adopted 
should be appropriate to the needs and attitudes of prospective 
buyers. It is advisable to enlist the services of specialised agencies 
such as issue houses and underwriters. 

The various methods of selling securities may be described as 
under 1 : 

1 Direct Placement : Under this method securities are sold 
directly to the public by means of a prospectus. A public limited 
company must issue a prospectus or file a statement in lieu of pros¬ 
pectus. As the securities are sold directly to the investors, this 
method is also known as 1 Direct Sale. Services of underwriters 
and brokers are often used to ensure the success of the issue. 

Public issue by prospectus is the most common method of 
selling new issues of securities. Out of the total initial issues of 
Rs 30.2 crores in India during January-March 1978 issues worth 
Rs. 20-7 crores (i.e. about 53 per cent) were sold to Re public 
through prospectus. 2 Prospectus is an economical method o.T 

1. Based oq F.W. Paish : Business Finance , pp. 98-109. 

2. The Economic Times , April 8, 1978. 
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TM.hiicitv is done on a large scale. It is possible 
selling securities a® p j glic and fund s can be collected from 

to approach 'V'dest poss js suitab , e for large issues of 

all types of ' nve , sto 1 ‘f , of preparing, advertising and issuing a 

capita, due to the > profited by the legal regula- 

prospectus. "terests ot prospec tus. The method makes for 

ffcirfiSlp and facilitates the sale of fata,, tssaes. 

.. does not ensure the sale of the entire 

^The pai^of selling is slow and a new company may find it 
to seethe issue without the help of specialised agencies, 
difficult to sell me is h :_ tion t he company cannot enter 
Due to the uncertain.:y o:f subsicr ^ ^ company is 

siifss y" 

us and there is always the danger of mis-statements in the pros¬ 
pectus However, the method results in a wider distribution of 
securities- Diffused shareholdings facilitate the sale of securities in 

future. 

2 Sale Through Intermediaries : A company may engage 
brokers and agents to create the necessary demand for the securities 
instead of relying on. direct appeal to investors. These financial 
intermediaries do not guarantee the sale of securities but promote 
their sale in exchange of a commission. Generally, an application 
is made to a stock exchange for the listing and for this purpose 49 
per cent of the issue is offered to the general public for subscription. 
The rest is usually subscribed by the promoters and their asso¬ 
ciates. 


This method also suffers from the disadvantages of uncertainty 
of market and the slow pace of sales. There is, however, greater 
possibility of the issue being sold due to the efforts of intermediaries. 
It is also simple and convenient. But it may result in the concen¬ 
tration of securities in a few hands as intermediaries sell largely to 
their selected clients. The method is not suitable when the issue is large 
and is to be sold within a short period of time. The method, how¬ 
ever, avoids the administrative problems and costs involved in 
direct sale of securities. In 1967-68, about 25% of the capital issues 
(Rs. 2.79 crores out of Rs. 9.5 crores) by new companies and about 
75% (Rs. 24 crores out of Rs. 31 crores) by existing companies were 
sold through brokers and other financial intermediaries. 1 This 
method has become popular in a different forms. Companies engage 
managing brokers who advise and assist in pre-issue publicity, pre¬ 
paration of prospectus, listing of securities, assistance from financial 
institution, etc. Leading commercial banks have opened merchant 
banking divisions to act as managing brokers. 


3. Company News & Notes , Nov. 16, 1968. 
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3. Private Placement : Under this method the entire issue is 
sold or placed privately to one or a few financial institutions, bro¬ 
kers, etc. who in turn place them with their clients and associates. 

It is thus a wholesale distribution of securities. 

This method is very convenient and easy as the company has 
to deal with one or two investors. There is no need to publish a 
prospectus or make intensive selling efforts. The entire issue is 
sold in one lot without extra selling effort. The method is also 
economical as no underwriting commission and brokerage is to be. 
paid. There is quick disposal of securities and funds are guaran¬ 
teed as soon as the agreement is made. Certainty of finance enables 
the company to make contracts. There is flexibility due to selected 
and specialised investors. “The issuing company is relieved not. 
only of the risk of not being able to find buyers for all of the issues, 
but also of the highly specialised function of distributing securities- 
which is quite foreign to the issuer’s business.” 1 The method is- 
suitable for small issues or issues of small companies under depres¬ 
sed conditions in the capital market. 

In spite of its economy, certainty and flexibility, the method: 
is appropriate only when the issue can be absorbed by a few insti¬ 
tutions and when the issuing company has a high credit standing. 
The method results in the concentration of shares in a few hands 
that may make control by promoters difficult. Absence of an active- 
market in securities and lack of publicity among investors reduces, 
scope for public issues in future. Financial institutions are very- 
hard bargainers and, therefore, the price realised is likely to be 
lesser than in a public issue. As the exact number of shares with an 
institutions is not known to the public, the institutional buyer may 
manipulate and mislead subsequent buyers by manipulating the. 
issue. Moreover, the common man is denied the opportunity to 
subscribe to the issue. This method is often used more for the sale 
of debentures. 

4. Offers for Sale : The company allots a major portion of 
the issue to an issue house or an institutional investor. The investor 
publishes a document known as ‘Offer for Sale’ inviting the public 
to buy the securities. Along with the offer an application form is 
attached. The securities are allotted to those who offer the most 
remunerative price. The persons who are allotted shares or deben¬ 
tures become direct allottee of the company. This method is also 
known as issue by tender. 

This method is adopted usually in case of a small issue. The 
method is convenient and economical. Stamp duty on transfer off 
securities is saved and the company is relieved of the administrative 
costs and inconvenience of selling directly to the public. It ensures 
that the whole issue is sold. The method is particularly suitable 
when market for new issue is dull and the costs involved are high. 

I. C. W. Gcrstenberg : Financial Organisation and Management, p. 270. 
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The offer is regarded^as a^prospectus^under^the^ Companies 

J£ 49 p°e r r de cen?& issue 

market conditions the premiu offerer of shares is the 

”»* »d no. » «3K«S V“' '.’’'loathe 

X'Ss®' 1 E “ h “ B; Rei “ ,a “™ s 

“■ 5. Usue » !**£«&= Mg?“urSTtem".S 
invite the public■ t° '«\£ ™ a nd associates. Sometimes 

promoters, and an inside group I u issue Wlt h the inside 

pUbH 6 Privileged Subscriptions : SecuriUe,. ^““iTituo. 

Sts cak=:‘ sax; •sstjr ss 

*■« • undo. JW-"** SSfdi'W 

company making.sub«quent'»ues niu,t offer as . Right 

or nominate others within 15 days ^ ^ offered in pro- 

m i^es arenot in «ndm. Oiu 

c„lSrnb.Sfi>«T^ ™Sd S, 00 gS™?h, issue,' The cos. of 

« agK&£lS SfKSS SEE ESS 

speculative dealings. The method assures n e ? chjr ' h ° l 0 <i ; a r tl ^ 
opportunity to retain the percentage owners up in ^ c ° r P ora io " r 
The shareholders’ right to have the first option to new issues by their 
Company is known as preemptive right. 

A right issue can succeed only when the market price ot o.d 
shares is higher than the issue price of new shares and the snare- 
holders must feel optimistic about their present investment The 
should be convinced that the new money will be wisely us.d tor ex¬ 
pansion and growth The offer should be made during a period wnen 
business outlook is encouraging. There should be reasonable ratio 
between the old shares held and the new shares offered so that the 
existing rights are maintained intact. 

I. 23rd Annual Report on the Working and ,4d ninistratio i of the Companies 
Act , p. 40. 
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(b) Bonus Issue : Bonus shares or stock dividend is issued 
by capitalising retained earnings. Shareholders get the shares as 
bonus and have to pay nothing. In both right issue and bonus issue, 
shares are issued to existing shareholders. In Jan.-March, 1978, 
25 companies issued bonus shares worth Rs. 27.8 crores. These issues 
are very convenient as formalities of prospectus are not involved. 
Little costs are involved as no brokerage or commission is to be 
paid. They help in retaining the control of the company by original 
shareholders. Bonus shares accounted for Rs. 43 crores out of 
total capital issued worth Rs. 116 crores during 1970. 1 In India 
bonus issues are subject to several legal regulations under the Com¬ 
panies Act. 

(c) Sale to Creditors : Loans raised from financial institutions 
may be converted into shares and debentures without any costs and 
legal formalities. Special financial institutions often retain the 
right to convert their loans into equity shares. Creditors may be 
offered shares in full settlement of their claims during the reconstruc¬ 
tion of the company. 

(d) Employee Subscriptions : Executives are sometimes given 
the option to buy the shares of a company as an incentive. Gene¬ 
rally, the issue is offered at concessional rates and loans arc given to 
buy them. Such options are known as stock options. Besides 
providing motivation they encourage savings on the part of executi¬ 
ves. They provide a proprietary interest to employees and increase 
their loyalty to the company. But unions oppose such options and 
in case of the company’s inability to pay regular dividends, executi¬ 
ves may be dissatisfied. Shareholders may also object to special 
concessions given to executives. Moreover, the costs of such issues 


Capita] Issues (Excluding Bonus Issues) made by Non-government 

Companies in India 


Jan.-Dec. 

Rs. crores 

1964-65 

95.2 

1965-66 

102.2 

1966-67 

78.6 

1967-68 

86.3 

1968-69 

95.4 

1969-70 

88.2 

1970-71 

89.4 

1971-72 

99.2 

1972-73 

107.9 

1973-74 

85.69 

1974-75 

123.0 

1975-76 

109.0 

1976-77 

96.9 

1977-78 

139.2 

1978-79 

79.4 

Source : 

R.B.I. Report on Currency & Finance. 


I. R.B.I. Bulletin January, 1973. 
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offered at less than market prices and pay- 
are , hi ! h recove S re a dtn instalments without any interest, 
mentisreco . are sometimes allotted to big 

(e) Issue to Custom i • Q f the company. In India, such 

customers and in raising capital at little cost and 

jf^ngconstant demand for compass products^ The ^ 
Si * *£L“ Efficients dividend rate is low. Such issues 
I r h e e mo?e common in case of public utility concerns 

UNDERWRITING 

To 

issue underwritten by one or ... securities but a standby 
SaSemlT^arcan'be 0 use°d with any of the methods discussed 

‘ b0Ve Underwriting is the.process whereby .the sale of.•» 

are broug , . 0 f them or the number mentioned in the agree- 
taking up t , t ter w j|| f or a n agreed commission, take an 
ment, the Mic has not applied 

aHotment of such p f (hc issuin P g company and a finan- 

for ( a undef which the latter undertakes for an agreed comm.is- 

C ! Aw, the whole or a part of the issue in case the public do not 
S ion to b y issue The agreement \ s known as the under- 

aP VnI agreement’ The persons who give such guarantee are 
writing * kers / . cornme rcial banks, insurance compa- 

nies^hivestraent trusts, ’public financial institutions, brokers, etc. 
Th ' omSon paid to them is known as underwriting commission 
T U K ^nnnt exceed 5% Of the amount of the issue in case of shares 
IS%%£ditaSS unto tb. Indian Company Ac, 
Underwriters are entitled to receive commission on the amount 
Underwritten even if they are not called upon to buy a single secu- 
ritv The full particulars of the underwriting agreement must be 
disclosed in the prospectus. When two or more agencies jointly 
underwrite an issue it is known as ‘Syndicate Underwriting . This 
is done when the total issue is beyond the resources of one under¬ 
writer or when none of them wants to lock up large funds in one 
issue. Underwriter may get a part or whole of the issue further 
underwritten by another agency. This is called Subunderwriting . 
This is done to diffuse the risks involved in underwriting. Some¬ 
times the underwriters apply firm for a block of securities which 
is known as ‘Firm Underwriting’. Under this arrangement, the under¬ 
writers agree to take up and pay for this block of securities as 

l c.W. Gerstenberg : Financial Organisation and Management of Business. 
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ordinary members in addition to their commitments as underwri¬ 
ters. 

Underwriting thus covers the risk of failure of an issue of 
capital to the public. Underwriters are financial intermediaries 
between the issuing company and the ultimate investors. 

Importance of Underwriting 

Underwriting is an indispensable activity in a well developed 
securities market. Its main advantages are described below : 

(i) Underwriting relieves the company of the risk and un¬ 
certainty of selling the securities. The company gets a large sum of 
cash in time even if public does not subscribe to the securities. 
Otherwise, a sound issue may fail due to lack of response by igno¬ 
rant investors. Under the Companies Act, a public company must 
secure minimum subscription in cash within a specified period of 
time, otherwise it must be wound up. Thus underwriting helps a 
company to start its business and helps it to fulfill the statutory 
obligations. Underwriting helps in the allotment of shares and in. 
the finalisation of the capital structure. 

(//') The company, assured of the sale of securities, can make 
plans and enter into contracts for the purchase of assets, etc. Pro¬ 
jects are not delayed for want of sufficient funds. 

(///) An incidental advantage is that the company gets the 
benefits of expert advice. Because of their specialised experience 
and judgment, underwriters guide in the choice of the type of 
securities, the time of floatation, the price of securities, etc. 

(tv) Underwriting creates confidence among investors as only 
sound issues are underwritten. The association of well known 
underwriters with an issue makes the securities more saleable. 
Underwriters enable the company to raise the capital at lesser cost 
•and to get better prices for securities due to a ready response. 

( v ) Underwriting facilitates the geographical dispersal of 
securities. Usually the underwriters maintain contacts throughout 
the country and try to sell the securities to investors far and wide. 
Diversification of securities over a wider area minimises the chances 
of the formation of rival groups trying to acquire control of manage¬ 
ment. 

(v/) Underwriters have an intimate and uptodate knowledge 
of the capital market. They get the issue placed at appropriate time 
thus avoiding glut and instability in the new issues market. Under¬ 
writing operations have a stabilising influence on the securities 
market. 

(vii) Underwriters render a very useful service to investors. 

The fact that an issue is underwritten by a reputed firm acts as a 
guarantee of its soundness. An average investor who is unable to 


™* SKU, " I,B . , herefo „ „„d of tt. risk of buying 

and the expansion of existing 

Underwriting in India , cou id not develop in India 

UDd Regular underwnUng faal.Ues ^ Investment Corporation 

until 1955 when the Industria a beginning was made in 1912 

It U was largely share pushing or stagg; g « 3 advantage of boom 

(a) Industrial developme T he commercial banks did not 

market was not developed, (c) , ssue houses and other 

iike to invest in . ‘^“AVtutions were not set up; (d) Managing 

S'S ”ta> U?of ■»*<“ »"<* for 

‘Batliwala and Kami in ^ • The Indian Companies Act. 1936 

underwriting firms wer P‘ jtj in lhe country. In 1937. the 

gave legal recognition to un^n of India Ltd’. Some 

Tatas established the ‘nvestm R G h , Kothari & Sons, etc. 

stock brokers like Place Sidd d A nu fe mber Q f studies indicate 
took » underwriting °n asm 11 underwriting facilities since 

« - £ SE fes 


Year 


Amount Underwritten as 
Per cent of Amount Offered 
to the Public 


1951-52 

1956-57 

1961-62 

1966-67 

1971-72 

1976- 77 

1977- 78 

1978- 79 

1979- 80 


2 

18 

78 

90 

91.7 

92.6 

92.6 

72.3 

82.5 
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The availability of underwriting facilities is, however, not the 
same for the various types of securities. In case of debentures almost 
all the issues are fully underwritten. In case of preference shares 
also underwriting facilities are adequate but for equity shares they 
are less sufficient. 

Through mutual cooperation and coordination, the various 
financial institutions have created consortium or group underwriting. 
This helps in underwriting large issues and in diversifying the risks 
involved in underwriting. 


Underwriting in India is done by the followings : 

1. Special Financial Institutions : The industrial financing, 
institutions, e.g. the IFCI, the ICICI, the IDBI, L1C, UTI, SFCs 
and SIDCs are the most important underwriters in India.ftThe IFCI 
started underwriting business .in 1958. It had underwrote amount 
of Rs. 60.32 crores by the end of June 30, 1980. ICICI underwrites 
about 11 per cent of the total underwriting business in the country. 
It underwrote an amount of Rs. 3.43 crores during 1979-80. IDBI 
had underwritten Rs. 136.34 crores by 30th June, 1980. SFCs and 
SIDCS had underwritten Rs. 116 2 crores and Rs. 16 crores respec¬ 
tively by the end of June, 1978. UTI and LIC are also important 
underwriters. 

2. Commercial Banks : Commercial banks started under¬ 
writing operations after independence. They have developed ‘group 
underwriting* in cooperation with special financial institutions. 

3. Investment Companies : Private investment Companies like 
The Industrial Investment Trust, The Investment Corporation of 
India, etc. underwrite security issues on a limited scale. 

4. Insurance Companies : General Insurance Corporation 
of India (collection of non-Life Insurance Companies after nationa¬ 
lisation) also act as underwriters. 


5. Brokers : Private firms like Place Siddons and Gough, 
M/s. Kothari and Sons also do underwriting. During 1961-73 they 
underwrote new issues worth Rs. 25 crores. Managing agents were 
important underwriters until their abolition in 1970. 


The various underwriting agencies and their relative role in the* 
field of underwriting is shown in the following table : 
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Agencies 


1964-65 

20.5 


1 979-80 

4.0 


10.9 
0.6 

10.0 

0.2 

11.3 

13.9 

32.6 


10.5 

17.3 

9.2 

2.4 

6.8 

12.8 

37.0 


^g£$£ of «£? oci® India (1DBI) 

Industrial Corporation of India (IFCI) 

S (SFCs & SIDCs) 

KSSS'iU & General Insurance Cos 

Brokers and others .. & Administration of the 

S»r«< : Tig,,.. lord 6.h August^ 


Co Act, 17J O dim 

-Various underwriting agencies diHer^in^tneu 

attitudes. The approach of the spec a and imper so- 

IFC1 and SFCs) to underwriting is entirej^t J [he cnterprise ra ther 
nal- They emphasise long t jssues Ins titutional under- 

than the immediate saieapimy f un d C rwritmg in 

Sing P'ays'h'most^; " ^m‘he h e n der W iters consists 
India. The second important cat g y uxi, insurance and 

of the institution es ,nV T S Kurpos^ of tbe« is mainly to purchase 
investment companies The P»JP t0 acquire from the market. 

sound securities which are dim tfcc sccurities underwritten 

LIC always applies. for the fui am investment policy, 

by i,- It* underwriting pohe : >' s ®°™ c T aS s of underwriters. They 
Stock brokers form the third imp t ^ acity t o distribute se- 
underwrite mainly on th * **' r "® l |ock UD their funds in capital issues 

the immediate ? a,ea ^‘ d underwrite only those issues which 

as ‘The 1 ; 

underwrite'for'tnvestm^n^as^veU W&r earning underwriting com- 

mission. 

c °ntrol of Capital Issues of ^ introduced on May 17 1943 th® 
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Sphere of Control : The control seeks to regulate and direct the 
flow of public funds into productive channels and in accordance with 
the objectives of Five Year Plans. It also aims that companies have * 
a capital structure which is sound and conducive to the public 
interest and to prevent mushroom growth of public issues during 
boom. 

The Act applies to issues of all types of securities whether for 
cash or otherwise and also covers capitalisation of protits or reserves 
for the purpose of converting partly-paid shares into fully-paid shares 
or for increasing the par value of shares already issued as also for 
issue of bonus shares. 

The Act provides that : (/) No company incorporated in India 
shall make an issue of capital outside India without the consent of 
the Central Government; (//) No company, whether incorporated in 
India or not. shall except with the concept of the Central Government 
(a) make an is<ue of capital in India, ( b ) make in India any public 
offer of securities for sale, (c) renew or postpone the date of maturity 
or repayment of any security maturing for payment in India; (Hi) No 
person shall issue in India any prospectus or other document offering 
for subscription or publicity without a statement that the consent of 
the Government has been obtained to the issue or offer of security; 
(/V) No person shall accept or give any consideration for any securities 
in respect of an issue of capital made or proposed to be made in 
India or elsewhere unless the consent or recognition of the Central 
Government has been obtained; (v) No person shall sell or purchase 
or transfer any securities issued by a company in respect of any 
issue of capital made in India unless such issue has been made with 
the consent of Central Government. 

Criteria for Approval : The considerations which are kept in 
view while granting consent for capital issues are : («) maintenance of 
a proper ratio between equity and non-equity capital, (b) capitalisation 
is proper in view of the needs of the company, (c) terms of the issue, 
(cl) the issue must be in accordance with the company's memoran¬ 
dums, (e) use of capital for expansion or reorganisation in near 
future, (/) the funds locked up by the applicant in undesirable 
investments, (g) the brokerage and underwriting commission proposed 
to be paid on the issue, (//) the aims and objectives of the company 
must be in accordance with the government policies, (i) the terms and 
conditions of foreign collaboration, if any, and (j) A minimum 
percentage of the issue must be raised by private subscription. 

Permission for the issue of capital is refused under the follow¬ 
ing conditions : 

(/) When the profits from revaluation of assets are capitalised; 

(//) When the company applying for license is not likely to be 
included under Five Year Plans; 
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affected; 

(,V) The company is more interested is speculation; an 
(V) The company has issued bonus shares without having ade¬ 
quate reserves under different heads. 

Exemptions : The Act provides exemptions m the follow, g 


C3SeS: (A When a non-banking company issues non-bonus shares 
worth Rs. 25 lakhs or less during a year, 

(//) Loans granted and debentures taken by the Industry 
Finance Corporation; , 

(ill) When a person issues or acceptsbu^ncssoftanking for 
debentures from a person carrying on b suc h Qther 

advances or overdrafts granted to or to be grameu 

person; . . 

(f v \ if a banking company without increasing the * x, *j**J® 
,»b Jw c,pi«r n S,Th,L y m connection with ,eoeg.m.,..on, 
alteration or reduction of share capital. 

• The Act has been severally criticised by the business commu¬ 
nity. The Act has failed to achieve the des.redobject.ves and a 
strong demand has been made for its abolition. But. The 

the control is necessary for the achievement of plan objecti s. > 
Planning Commission has accepted that the Act has piajed 
what negative role. The Act has been liberalised^ No consent s 
needed for issue of capital at par and when the debt equity ratio i 
2 : 1 and equity preference ratio is 3 : 1. Too much should 
expected of the Act. The control should act as a bccon light fo 
the development of private corporate sector in the countr> n 
than as a hurdle in industrial investment. 

Issues by public companies in excess of Rs. 25 lakhs are 
exempted if they conform to the prescribed financial criteria. 

STOCK EXCHANGE 

A well organised stock market or stock exchange is an impor¬ 
tant constituent of the capital market. A stock exchange is an 
organised market where ‘second hand’ or listed securities are bought 
and sold. It is an institution that prov.ces facilities for orderly 
dealing in securities of various types. Under the Securities (Contracts 
and Regulation) Act, 1956, a stock exchange has been defined as an 
association, organisation or body of individuals, whether incorporated 
or not, established for the purpose of assisting, regulating and 
tfontrolling business in buying, selling and dealing in securities. 
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A stock exchange is thus an open market for the purchase and sale or 
securities. 

The elements of a stock exchange are : (a) an organisation in 
the form of an association, a club or a company; ( b ) a common 
meeting place for buyers and sellers or their representatives;. 

(c) brokers and other intermediaries who link buyers and sellers; 

(d) facilities for speculation that make the market fully responsive to 
the forces of demand and supply; (e) a framework of rules and 
regulations to ensure fair dealings; and (/) a group of officials to* 
supervise and regulate the activities of members. 

A stock exchange should be differentiated from a produce* 
exchange or commodity exchange which is an organised market in 
commodities. 

Functions 

A stock exchange plays a distinctive role in the economic life, 
of a nation. It performs the following functions : 

1. Stock exchange provides a ready and continuous market' 
where one can sell easily, convert money into securities and securities 
into money. Regular dealings in securities provide liquidity, price 
continuity and negotiability to investment in securities. Liquidity 
or marketability is that quality of a security which enables its owner 
to dispose it profitably and quickly. Stock exchange facilitate the 
transfer of ownership of securities and minimises industrial risk by 
providing a central meeting place for buyers and sellers. Regular 
dealings iron out unjustified fluctuations in prices, thus making for 
price continuity. 

2. A well regulated and efficient stock exchange determines , 
through the interplay of demand and supply, prices of securities that 
reflect their real worth. It helps in the proper appraisal or evalua¬ 
tion of the prices of different securities. This function of price 
fixation is of great importance to investors. They can choose between 
competing issues on the basis of stock exchange prices that reflect 
their investment values. From stock exchange quotations, they can 
know from time to time the market value of their holdings. 

3. The stock exchange ensures safe and fair dealings. Strict 
regulations over the amount and methods of trading and a high 
standard of commercial integrity among the members avoid exploita¬ 
tion of ignorant investors by unscrupulous elements. Listing require¬ 
ments exercise a whole-some discipline over company managements. 
Publicity through share prices induces a company to operate efficiently. 
In this way, a stock exchange acts as the watch-dog of investors’ 
interests. 

4. The exchange helps in the mobilisation of surplus funds for 
investment in incorporate securities. In the absence of facilities for 
quick and economical disposal of securities, such funds would either 
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* in hanks Wide publicity of stock- 

remain idle or be deposited m fanks^^ jn industry . j n the 

exchange operations stim system would not ha\c 

A s,<J .xch.n* thus ,s 

an agency of capital formation. ,/,e floir of savings into 

5. Stock cxchan f« d 'Jf C,S ; t d h elm in the rational allocation of 

the most productive cl ‘ ann *Z “ industries, different regions and 
available capital a " lon S Security prices mirror the relative 

different firms in an > ndust ^:. J"*“ d y ar £ a n index of investors 

preferences! It^San^ecks S flow of capita, just when an 
industry begins to show uneconomic return. 

6. Stock exchange provides 

Healthy speculation tends to equate demand and supi iy 

mise price fluctuations. . 

7 A stock exchange is a very sensitive thermometer reflcc - 

r not merely chief theatres of business transact.ons hey are also 
barometers which indicate the general conditions of business 

country.” 1 _ t. 

In other words of the former Finance Minister, Shri C. D. UC. _ - 
mnkh “the economic services which a well-constituted and cflici.n 1} 
run secuSies mX, can render to a country with a large pr.va c 

sector operating under the normal incentives and impulses of private 

enterprise^are considerable. In the firs, place, it is only an organised 
securities market which can preside sufficient '»arketobility and 
price continuitv for shares so necessary for the needs of investors. 
Secondly, it is only such a market that can provide a reasonable 
measure^of safety and fair dealing m the buying and. sc'brio of 
securities. Thirdly, through the interplay of demand for and supply 
of securities, a properly organised stock exchange assists in a ireason¬ 
ably correct evaluation of securities in terms of their real wor n. 
Lastly, through such esaluation of securities, the stock exchange helps 
in the orderly flow of distribution of savings, as between different 
types of competitive investments.” 


Importance or Utility 

Stock exchange is a vital organ of the free enterprise sytem and 
the capitalistic economv. It is indispensable for the proper function¬ 
ing of corporate ente'rprise as it facilitates the transfer of investment 
in corporate securities and directs the flow of savings into corporate 
enterprises. It brings together larger amounts of capital necessary 
for the economic development of a country. Stock exchange is thus 

1. Alfred Marshall: Industry and Trade , p. 89. 
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the citadel of capital market and pivot of money market. It exerts 
a powerful influence on business activity in the country. It has been 
described as the Mart of the World because the securities dealt in it 
represent property in different parts of the world. Its business is 
business of businesses as it provides finance to all types of business. 

It is a nerve centre of finance and acts as a barometer of the econo¬ 
mic progress of the country. In a mixed economy like India, stock 
exchange provides several benefits. 

A well organised and efficient stock exchange renders consi¬ 
derable services to the community, to the companies and to the 
investors. 

The services rendered to the community are as under : 

(/) Stock exchange helps in financing the economic develop¬ 
ment of a country. By providing liquidity and price continuity to 
securities, stock exchange creates necessary confidence among investors. 
It helps to stabilise security prices. It stimulates investment in 
industry, mobilises public sr.\ing$ and ensures a steady flow of capital 
into productive enterprises. The sharp increase in business activity 
in recent decades has been possible partly because of stock exchange 
operations. 

(//') In an underde\eloped country, the State has to play an 
active role in the promotion and management of industrial enterprises. 
Stock exchange helps the government in raising necessary finance 
from the public for this purpose. It provides a platform for raising 
public debt and providing finance to public enterprises and projects 
of national importance. 

(Hi) Stock exchange assists in the best utilisation of capital and 
in minimising the waste of scarce capital resources. It diverts funds 
from unproductive to productive enterprises by putting a seal of 
approval on profitable securities. It creates a fine balance between 
the demand for capital and the supply of capital. It furnishes an 
account of price variation in different securities. Without the stock 
exchange, the savings of the community would be used less completely 
and much more wastefully than now. 

(/V) Stock exchange helps in the process of capital formation. 
It inculcates the habit of saving, investing and risk-taking among 
investors. By providing facilities for shifting of investments, it puts 
idle funds to productive use. It creates better use of small and 
individual savings. 

(v) It reflects business conditions in the country and signals 
economic crisis. The facility of easy marketability and negotiability 
of shares on the stock exchange not only promotes investment m 
industry but also brings about a wider dispersal of shareholdings. 
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Services rendered » f(w the transfer of securitie s 

(«) Stock exchange provide ^ “ delay By ensuring liquidity 
at f competitive pn^and w,th^ ^ diversjflc y ation of investment and 

?iSkS ' M Negotiability of securities helps an investor to raise loan by 
pledging his holdings as a collateral security. 

pieaguiB ^ clr . r v exchange assures safety 

to A well rcgulated and effi ‘ • (S stability in prices due to 

and fair dealing. A stocK ex gnd regulatl0 ns and speciali- 

hig h v0 ' ume °L P “ A s,Mk exchange safeguards investors' interests 
£"y ftoTk e b xc r hang A es S make arrangements to provide advice and 

oiiidance to investors. 

L JUXStt fc -Sf iSSfSA . ,h ~ “ - 

assessment for wealth tax and estate duty. 

, x ^ , <•„, nnirk disposal of securities minimises risk of 

• t^nfin industry""“in nvestor can easily sell the security of a 
company 1 which "begffio decline in profitability. 

, n Pnhlicitv of stock exchange transactions has an educative 
and ad^enitg influence. By watching daily quotations, people 
become Interest'd in securities and begin to invest m them. 

( .) Investors can make a rational choice among competing 

SeC h r anS se^vef as‘‘a'clearing'house' oTusefSl business information 
exchange serves as b ^ & idc tQ invest0 rs who can 

make sound Investment decisions on the basis of the reports and data 
published on the stock exchange. 

The benefits to a company are : 

(i) a company whose securities are dealt on a stock exchange 
enjoys better credit standing. Listing gives an impression of being a 
sound concern. 

d;) Market for the company's securities widens due to 
marketability. Diversified ownership reduces the danger of group 
opposition to management. 

(/;,) It makes securities more attractive to investors. 
A company gets better response to new issues and risk of the issue 
remaining unsold is minimised. Stock exchange, therefore, help 
existing industries to raise new capital. It is, therefore, an indispen¬ 
sable adjunct of a nation's financial equipment. 

(,V) The market value of quoted securities lends to be higher 
in relation to earnings. This enables the company to command 
better bargaining power in case ol an amalgamation or merger. 
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(v) The well organised stock exchange minimises fluctuations 
in security prices. A company with listed securities thus enjoys 
the confidence of investors and others who deal with it. 

The permission must be obtained within 10 weeks from the 
date of the closing of the subscription list. Any allotment of shares 
made in violation of these premises shall be void and the company 
shall have to repay forth with all money received from the 
applicants. 


Listing of Securities 

Only those securities can be dealt in on a stock exchange which 
arc listed with it. Every stock exchange maintains an official trade 
list of securities. Listing implies the formal inclusion of a security 
in this list for the purpose of trading. It means the admission of 
the securities of a company to trading privileges on a slock exchange. 
By including a security in its trade list, a stock exchange grants the 
permission of dealing in that security. The basic objective of listing 
is to provide ready marketability, liquidity and free negotiability to 
securities and to protect investors* interests by regulating and con¬ 
trolling dealings in securities. 


Listing of securities is not compulsory for every public limited 
company. Under the Companies Act, listing is voluntary, but a com¬ 
pany declaring in the prospectus its intention of applying tor enlist¬ 
ment must make an application to the stock exchange concerned 
within 10 days of the first issue of the prospectus. Under the becurities 
(Contracts and Regulation) Act. 1956, the Government can compel a 
public limited company, when it is so necessary or expedient in the 
interest of trade or public interest, to comply with the prescribed 
requirements and list its shares on a recognised stock exchange. In 
practice, a large public company normally gets its shares listed be¬ 
cause listing has several advantages. 

Advantages : (/) Listing increases the credit worthiness and status 
of the company and enables it to enjoy the confidence of investors. 
Listing gives wide publicity to the company. (//) It widens market 
for the securities that makes future financing easier and facilitates 
sales of new shares. (i/7) Listed securities have a better collateral 
value for raising loans. (ii>) Listing facilitates assessment for income 
tax. wealth tax. estate duty, etc. (v) Listed company enjoys 
substantial tax reliefs and concessions due to free dealings and 
public ownership of securities, (vi) Listing protects investors interest. 
It enforces timely disclosure of all materia! facts relating oa com¬ 
pany. It enables a stock exchange to exercise indirectly control over 
the activities of management. Slock exchanges in London and New 
York have been able to exert a powerful influence over company 
managements through their listing requirements, (wi)' It offers m 
vestors reasonable facilities for transfer registration of rights fair and 
equitable allotment, (viii) Holders of listed securities can convert 
them into cash quickly, safely and profitably. Ox) Listing helps in the 
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f chare ownership. This is desirable for democratic 
In brief, listing confers on the company, its securities and .ts 

shareholders a privileged pos.tion. 

. • (ft T istine does not guarantee the financial 

profitability of the security. It 

^erefy'inchcates th/the^ompany was legally established and was 
solvent when its security was listed. 

(ii ) Listing involves inconvenience and loss of freedom of 
maimseiiierit e g-, allotment in case of over-subscnption, etc. The 
?omnfnv has to conform to certain regulat.ons, such as complete 
Ssure of financial results, etc. Such disclosure may be injurious 
to the interest of the company. 

(Hi) Listing creates the interest of speculators Undue specula¬ 
tion causes erratic fluctuations in the price of listed securities. Th s 
reduces the credit standing of the company and it may find it difficult 
to obtain required credit from banks. Reduction in the confidence 
of investors reduces prospects for future issues of securities. 


(,V) Listing induces directors and other officials of the com¬ 
pany to take an undue interest in security prices. They may use their 
inside knowledge to speculate in the company s securities for 
personal gains and at the cost of uninformed shareholders. 


(v) Listing makes it easier for interested gToups to buy up 
substantial interest in a company with a view to control its manage¬ 
ment. 


Listing Requirements 

Stock exchanges in India now have uniform regulations for 
listing. A company desirous of getting its shares and debentures 
listed must fulfill the following conditions or criteria : 

(/') The Memorandum and Articles of Association of the 
company must contain certain prescribed provisions. 

(if) The company must offer for public subscription through 
a prospectus at least 49% of its issued capital. 

(iii) The prospectus making the public offer must conform to 
certain given conditions like the opening of subscription list and 
receipt of share applications. The Articles of the company must 
provide that (/) a common form of share transfer will be used, 
•<«) Fully paid shares are free from lien, (///) Option to call of shares 
will be given only after sanction by the general meeting, (;V) Unclaim¬ 
ed dividends shall not be forfeited before the claim becomes time 
iDarred. 
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(/V) The allotment against applications received from the public 
must be fair and unconditional. In case of over-subscription, the 
basis of allotment is required to be determined by the company in 
consultation with the stock exchange where the shares are listed. 

(v) The company must execute a listing agreement with the- 
stock exchange concerned. The agreement requires the listed com¬ 
pany to make certain disclosures and to comply with certain rules 
and regulations on a continuing basis. 

In order to get a security listed, a company must apply in the 
prescribed form along with the following documents : 

(n) Certified copies of Memorandum and Articles of Associa¬ 
tion, Prospectus, Underwriting Agreement, etc. 

( b) Particulars regarding capital structure, assets and liabilities,, 
management pattern, dividends and cash bonuses during the last 
10 years along with the Balance Sheets for the last 5 years • 

(c) Specimen copies of share and debenture certificates, letter 
of allotment and letter of regret. 

(d) Certified copy of consent of controller of capital issues,, 
if any. 

(e) A statement showing distribution of shares. 

(/) A brief history of the company's activities since its- 
incorporation. 

Before listing a security, stock exchanges see, among other 
things, whether the capital structure is broad based, whether company 
is of a fair size and there is a sufficient public interest in the security. 

Obligations under the Listing Agreement 

1. The company must treat all the applicants with equal 
fairness in the matter of allotment. Applicants for large blocks of 
shares must not be given under preference over others. 

2. The company must keep the stock exchange informed 
about : 

( a ) the date of the Board meeting at which dividends are to be- 
recommended; 

(b) any material change in the nature of the company's 
business; 

(c) any change in the company’s capital; 

(d) the issue of any shares, privileges or bonuses to members. 

3. The company must undertake to : 
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(a) forward immediately to the stock exchange copies of its 

.nnual auSd accounts after they have been issued, 

,b) not to commit any breach of the conditions on the basis of 

which the B ^" g t exchan ge of any occasion which will result 

in the redemption! cancellation or retirement of any listed securities; 

(d) avoid as far as possible the establishment of a false market 
for the company’s shares; and . 

( \ c UD ni v to the stock exchange any other information neces- 

Pverv stock exchange maintains two types of lists—cash list 
, , Every j lie? Securities listed in the forward list are dealt under 
f d f0 7Hlve v contracts wWle securities on the cash list involve 

forward delivery contracts ^ aIso classjficd a$ 

V^riUeXnAnon-cleared securities. Cleared securities are those which 
securities ana no whi|e non . c leared securities arc 

seUled'b^a^tual^exclmngeof securities and payment. However, cash 
transactions can be made in both cleared and non-cleared securities 
while forward dealings are permitted only in cleared securities. 

A security is included in the cleared list when following con- 
ditions are satisfied : 

(/) The securities must be fully paid equity shares of a com¬ 
pany other than a banking company. 

(//) They must have been admitted for dealings for at least 
three years on a recognised stock exchange. 

(iii) They must not be included in the cleared securities list 
of any other stock exchange. 

(iv) The company must be of sufficient public importance and 
the prescribed capital represented by the securities must be at least 
Rs. 25 lakhs and their present market value must at least be one 
crore of rupees. 

(v) There must be adequate public interest in the company 
and at least 49 per cent of the capital must be held by public and 
such holdings must be evenly distributed among a large number ot 
shareholders. 

STOCK EXCHANGES IN INDIA 


Origin and Growth 

The stock exchange is a development of the 19th century, set 
up after the evolution of the joint stock enterprise. In India, The 
Native Share and Stock Brokers’ Association, set up in 1887 was the 
first stock exchange. It was followed by stock exchanges at Calcutta 
(1908), Ahmedabad (1894), Madras (1937), Kanpur (1940), Hydera- 
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bad (1943), Delhi (1947), Bangalore (1963), Indore (1930) and 
Bombay Stock Exchange (1875). 

A brief view of these stock exchanges is given at the end of this 
chapter. 

Organisation 

Under the Securities (Contracts and Regulations) Act, 1956, 
dealings in securities can take place only at the eight recognised stock 
exchanges mentioned above. These exchanges differ in their 
organisational set-up. Bombay, Ahmccabad and Indore stock 
exchanges are in the nature of private clubs or voluntary associations. 
Others "are organised as limitied companies under the Companies Act. 
The Bombay Stock Exchange has been granted permanent recognition 
while other stock exchanges are granted permission for a period of 
five years at a time. 

Management 

Every stock exchange is managed by a governing body or an 
executive committee. The name, composition and powers of the 
committee differ from exchange to exchange. In Bombay, it is 
known as Governing Board, in Ahmcdabad Committee and elsewhere 
as Council of Management. The Committee generally has a President 
and a Secretary of the exchange besides other executives. There are 
various subcommittees such as the Arbitration Committee, Listing 
Committee, Defaulters’ Committee, etc. 

Among all the stock exchanges, Bombay and Calcutta dominate 
the volume of trading in securities in the country. 

Membership 

Only members can enter the trading hall of the stock exchange 
and carry on business in listed securities: In order to become 
member, a person must have sound financial position, integrity oi 
character and commercial ability. No minimum educational qualifi¬ 
cations have been laid down. But it is necessary to buy at least one- 
share of the exchange, pay certain fees and make a security deposit. 
At Bombay Stock Exchange, the application must be recommended 
by two existing members of at least five years’ standing, and a security 
-deposit of Rs. 20,000 is required. On the Calcutta Stock Exchange, any 
one who wants to become a member must buy a share of the Exchange 
and must pay admission fee of Rs. 5000. The person must be an 
Indian citizen and must not be less than 21 years of age and he must 
pay entrance and membership fee. Only an individual (not a firm or 
a company) can be a member. He must not have been adjudge 
'bankrupt or must not have compounded with his creditors. He must 
not have been convicted and must not be a member ot any otner 
association in India dealing insecurities. He must have an experience 
of 2 years on a stock exchange. 


the securities market 

, . pvi-hanae are divided into two categories— 

Members of a stock : e ** 8 f of others and lhose who deal for 

-those who bu y. and ^„ c? oc k Exchange they are respectively known 
their own. At Lo " d ™ A broker is a commission agent or an 
as Brokers and J^. ' an d sells for non—member clients. He 

intermediary ^^ities and serves his clients by executing 

transacts in all types oi sc ission> a Jobber is, on the other 

their orders in e «hange f ^ Qr sells for himself for making 
hand a dealer or mcrcnan certain types of securities, while 

profit- He usually ,S *a jobber deah with brokers, while a broker 

a broker is a generalist. A Jo mbws _ His pro fit is the difference 

deals with Jokers and commission. A Jobber is a dealer 

in pr,CeS h,nker is an ag 8 ent. Jobber’s margin is . variable and 
uncertain whUe^broker” commission is fixed and certain. 

On the London brokers 

and jobbers is strictly mam^ £ declarej at , h e time of his 
the capacities and he » g broker or a jobber. A jobber is 

a ^ mi ncrmi«ed to deal with non-members. Such distinction makes 

for specialisation of functions. . .. 

d mhav Stock Exchange, members are unofficially 
On the Bombay S ^ oni _ w£J J as A Tarawani-wala resera- 

divided into Bro ^ eT ? ^ his own behalf. But distinction between 
bles a Jobber as he deals 0 "^S b pract ice, a Taranw.i-wala 
the two is not rig y buying and selling on behalf of 

a 't° 2 ClS Thev a do so when voC of business is no, enough to keep 
others. They do so wnen name# This practice is objec- 

them busy as dealers ^/than ^ hjs securities l0 clients at higher 
tionable as f them at lower prices. To check up this 

pnees nd- buy (Con tracts and Regulations) Act, 1956 

malpractice the Secu * ised stock exchange cannot buy 

provides that a me . n cipal from a non-member without disclosing 
or seU securi as p getting his consent. The by-laws of 

this fact to h obligatory that the prices at which transac- 

e a X r C e mfde at a 'paScular Le must be fair and reasonable 
and justified by the conditions prevailing in the stock exchange at 

that time. 

Some non-members are allowed to enter the floor of the stock 
exchange with limited rights. They are : 

Remisiers 

They are the agents of members to secure business for them. 
They can not carry on business in their own name. A remisier 
I Z practice a sub-broker. He is paid out of the commission 
received by a member on the business procured by him. His 
commission does not generally exceed 40 per cent of the total 
commission. He is, therefore, known as half-commission man or 

‘runner*. 
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Authorised Clerks 

A member is permitted to employ a certain number of clerks 
or member assistants. Such clerks are authorised to transact business 
on behalf of the member. The maximum number of clerks which a 
member can employ varies from exchange to «chanp|: 
the Bombay Stock Exchange permits five such clerks while the 

Calcutta Stock Exchange permits eight such clerks. An uptodate 
register of all authorised clerks is maintained by the stock exchange. 
Authorised clerks cannot do business in their own name. 

METHODS OF TRADING 

In buying or selling a security on the stock exchange, usually 
the following steps are involved : 

t&.'&srst {.‘■&rs b u: ■set. $ was?*- c 

consulting friends and relatives who ha»c had engaged a broker 
already. 

2 Engaging the Broker : Before agreeing to transact business, 
the selected brokfr will ask for bank or other refejences regarding 
the financial position and integrity of the prospective client. Once 
he is satisfied; the client may be asked to open an account with him. 

3 Placing the Order : The client may have a particular 
security in mind or may select the security to be purchased in 
consultation with the broker He will then place ; Jj^jrder ,T he 
order must be placed in clear and precise terms. Suppose, the client 
wants To* buy 100 shares of D.C.M. The order can be placed m the 

following ways : 

(a) Fixed Price Order : The client may specify the price at 
which the shares are to be purchased, i.e ., Buy 100 D.C.M. at 
Rs. 98’. 

(b) A, Limit Order : Here the client mentions the upper and 
lower limits, i.e., ‘Buy under 110 or sell above 98 . This means that 
the broker is to execute the order within these limits. 

(c) At Market or at Best Order : It implies that the shares are 
to be purchased at the best price obtainable at the exchange after 
the order. It reads like this ‘Buy 100 D.C.M. at best. 

(d) Immediate or Cancel Order : In this case the order is to be 
executed immediately and if that is not possible ^broker will 
cancel and report it to the client. Such an order reads Buy 100 
D.C.M. 105 immediate or cancel’. Such an order is placed whe.t 
the prices of the security fluctuate violently. 

(e) Stop Loss Order is placed in order to safeguard against 
heavy rise or fall in prices. A uerson who has bought at 110 may 
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per sh f ™-» r «„ w «* sjm 

complete discretion and is exp order js p i ac ed when the 

SS?hS fiSSdeS. in the ability and integrity of the broke, 

(*) Open Order is an order w^ere ,he cl, ^ c jJ e °” Such order 

treats sra? jr 2 lars 

On receipt of the order, the broker notes down the part.cular 

in the order book. .. author j se d clerk 

4. Making the Contract : The br °*® r ° r " h „ js divided 
goes to the trading hall of the stock • ™f£ u rities. In 

If the broker is not satisfied he " V u the dealer make 

brief 0 notes^of the' particufa'rs^ oHhe'^eal in their diaries or note 

books thg CoMract Nole . After the close of trading 

hours the broker goes to his office. ha r ° Sa Books° and from 

S'loWtosSK AS After this, he prepares a contract 

sss 

6. Settlement : The mode of settlement of the transaction 
depends upon the nature of the contract. 

(a) Ready Delivery Contracts : A cash or ready deli'cry 
contract is one in which the parties intend to deliver the securit'es 
and pay for them in cash. Such transactions are settled on the same 
day (spot delivery and payment) or within thenwt few days as 
decided by the stock exchange. Cash transactions in cleared sewn 
ties are settled through the clearing house. Most of the stock 
exchanges have set up clearing houses. This enables the member^ 
pay or receive net dues instead of separately for all mdmdual 
transactions. Settlement takes several days On the first day buy mg 
and selling brokers compare and exchange their memorandum slips. 

On the second day (Known as Ticket Day or Clearance Day) every 

member submits a clearing sheet showing details of securities purcha¬ 
sed and sold by him during the week. On the third and forth days, 
.the securities together with the transfer deed are given by the 
sellers, to the clearance house. On the fifth day, (Pay Day or 
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Accounts Day) members submit their accounts and balance statements 
to the clearing house. On the sixth day (Settling day), the buyers 
make the payment and accept delivery of securities from the clearing 

house. 

In case of non-cleared securities, the transaction is settled 
throuch ‘hand delivery and payment’ among members. In some 
cases, the settlement is done by squaring up the transaction by a 
fresh sale or purchase. 

(b) Forward Delivery Contracts : Such transactions arc allowed 
in specified securities and in selected stock exchanges, fa a.forward 
contract the transactions are settled at a future date. The intent on 
is not delivery and payment but to make speculative gams through 
changes in prices. Such contracts are settled through the clearing 
house In India, monthly settlements are done on days fixed by he 
exchange. The settlement maybe done in either of the following, 
ways : 

(i) on the day of the settlement, the buyer takes delivery from 
the clearing house and makes the payment. This is generally not 
done. It is known as liquidation in full. 

(if) A reverse transaction may be made to neutralise the 
original one. The resulting price difference is paid by the party 
concerned. 

(iii) The transaction may be carried over to the next settlement, 
day. The member requesting the carryover of the transaction has to 
pay some consideration which is known as Budla charge . 

Forward dealings in securities were banned by the Government, 
of India with effect from June 28, 1969. The ban was later on.lifted 
to promote stock markets in the country. 

SPECULATION (SATTA) 

Speculation is a cardinal feature of stock exchange operations- 
and the question of regulating stock exchanges depends on the attitude 
towards it. Speculation is a term of varied interpretation, and wide 
significance. The term speculation has been derived from the Latin word 
'speculare' which means forecasting something. Speculation there¬ 
fore, implies buying or selling on the basis of forecasting future prices 
It implies the buying or selling of commodities or securities with the 
object of making profits from anticipated changes m pnees Accord 
ing to Emery “speculation consists in buying and selling commodities, 
or securities or other property in the hope of a profit f«a 
changes of value.” Speculation is a science of making games through 
intelligent forecasting of the future trend of prices. 11 is a 
undertaken in the expectation of a rise or fall in prices, h 
visualisation or forecasting of future events and taking of calculated, 
risks. Speculators buy or sell in anticipation of future on the basis ot 
their knowledge and judgment. 
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„ t0 be differentiated from investment, on the 
Speculation needs to , r Genuine investment involves 

one hand, and gambling on jb of taking or giving delivery and 

purchase and saie with 'h- ^ commodity or secur.ty to earn income 
for the purpose of h ° ldl " 8 profit . In speculation, on the olher hand, 

’iS?«« » « 

AWSfe 

risks are iherefore. natura^ d ^ [{ consists in placing money 

hand, is based on P«re or on A gambler has no knowledge 

on artificially ^"^rket anS does not make scientific forecasts 
or informaUonofthemarK $ where foresight enters and 

of success or failure^ f^Ls.ht ends.” Speculation has a rational base 
gambling begins when= f “ 8 nt Gambling is illegal, irrational 
and is desirable to a eambling risks are not inherent but are 

and “Wherea gambling consists in placing money on artificially 
created. Whereas gamo 6 speculation consists of assum- 

created risks of *°“k of changes in value.” The clement 
ing the inevitable econom c ^^^ang^ gambljng fiu , specula . 

of chance is present in J P ] nd know i edge while gambling is 
tion involves use of ionsg society. The difference between 

unforesighted a ^ d “ “isthisbaTedupon the ethical sense of 
speculation experience and financial 

° P "n ?e r nce Speculation^becomes gambling when it is undertaken 
h P ck he necessary knowledge, experience, finance and 

by those, who lack struggle of well—equipped intelligence 

Activity of the country. Gambling is an unnecessary activity that 
makes no contribution to production. 

Speculation and Investment 

A person undertakes genuine business where the risk involved 
are necessary and incidental to his activity lnspecu^ 
not an integral part of business but connected 'o it. For cxamplc a 
textile mill may buy raw cotton in advance in anticipation ol a rise 
in price. Under investment money is put in income yielding secun- 
ties while in speculation money is put in securities whose prices are 
likely to rise. In investment, securities are delivered against paynient 
but Y in speculation no delivery or full .payment is invohed. The 
transaction is settled on the basis of price differences, ; S “ k " 

is done to earn a regular income while speculation is done to make 
money through capital gains. Investment is done in securities whose 
pricesare comparatively stable while speculation is done ".^ ec ^ P 
having fluctuating prices. In investment, the financial position oi the 
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company is the main consideration while in speculation price behavi¬ 
our is the main consideration. According to Grahm, Dodd and 
Cottle, “investment operation is one which upon thorough analysis 
promises safety of principal and a satisfactory return. Operations not 
meeting these requirements are speculation.” 

In practice, it is difficult to make a distinction between in¬ 
vestment, speculation and gambling as no one is either a pure 
investor or pure speculator or gambler. The distinction between 
them is not of kind but of degree. According to Stephenson “the 
three grades may be regarded as the positive, comparative and 
superlative degrees of speculation.” 1 

Advantages : Healthy speculation performs certain useful func¬ 
tions. 


(a) It increases the liquidity and marketability of securities. 
Transactions involving genuine investment are very few and far bet¬ 
ween. In a mere ‘spot market* a seller may not find a buyer at a 
reasonable price and vice versa. Speculation fills gaps in demand 
and supply and thus provides price continuity on organised stock 
exchanges. 

( b ) Speculation reduces violent fluctuations in prices by 
creating a better equilibrium between demand and supply. Stability 
in prices increases investors' confidence in the market. 

(r) Speculation helps in equalising prices at different markets. 
Speculators tend to buy in markets where prices are lower and sell 
where they are high. Such arbitrage operations reduce differences in 
prices. 

(d) Speculators bear risks of price change. They make forecasts 
and buy or sell for future. Genuine investors are able to shift some 
of their risks to speculators. 

(<?) Speculation provides facilities for hedging which is an 
important means of avoiding risks. 

(/) Speculation encourages standardisation and grading of 
commodities. Speculation is not possible in case of ungraded com¬ 
modities. 

(g) Speculation helps in diverting savings into productive chan¬ 
nels. Speculators forecast the profitability of different enterprises 
and push up prices through purchase of more productive invest¬ 
ments. 

Legitimate speculation thus helps in the growth of a healthy 
capital market. It makes for steady production and employment as 
speculators use their intelligence to reduce uncertainty or chance. 
Complete ban over speculation will deprive the stock market of its 
liquidity and price continuity. In the absence of forward trading, the 

1. James Stephenson : Principles and Practice of Commerce , p. 439. 
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, ii/m.ld be crippled and would cease to perform its 

Stock exch “ g n e 0 m° functions Speculation helps in the process of 

legitimate economic ‘unc n mobji . s ^ g savjngs and directin g them into 

•economic develop , , Thus “reasonable facilities for specula- 

the most deservmgch a nne s ThU d S « of the machinery of 

,ivC , ,ranS hfn^ ’'> In an underdeveloped country like India, dealings 
stock exchange. I i dispensab i e if the stock exchange is to 

wi,h0 "' ,n 

shares would suffer a severe set-back. 

j __. r n nrartire sDeculation often becomes unpro- 

• DlM iZu«fnr>m Under the craze for quick gains, speculators 
■ductive and disastrous^ . .. the forces 0 f c hance and trick. 

SEtfSr?t V-s is “” d ' sirablt ' 

Unhealthy speculation leads to following e\ its . 

(a) It causes violent fluctuations in prices that increase risk for 
investors. 

(/>) Uninformed and unscrupulous speculators resort to ques¬ 
tionable practices like cornering and wash sales which bring a co 

plete ruin to themselves and others. 

(c) Reckless speculation in a security damages the credit 
•worthiness of the company. 

(d) Ignorant and hectic speculation creates trade cycles and 
other economic crisis. It misleads investors and reduces their confi¬ 
dence in the market. 

(e) Facilities for speculation tempt managements to use their 
inside knowledge for personal gains. Erratic fluctuations in prices 
misdirect public savings. The speculators turn the organised stock 
exchange into a gambling den and block its normal functioning. T 
man who has no knowledge, but has money and speculates is a 
gambler pure and simple. He is a menace to himself. The man 
-who has not enough money, but has knowledge, and speculates is 
prospective insolvent. He is a menace to the market. The man who 
has neither money nor knowledge but still speculates is not only a 
menace but also a misfit, he ought never to have speculated. 


According to A.D. Gorwala, speculation has a place on the 
•organised stock exchanges, but it has a strictly limited place for 
strictly defined categories of persons. Speculation is subjectt to 
dangers of misuse and manipulation and needs to be controlled. 1 he 
remedy lies not in the prohibition of speculative dealings but in pro¬ 
per regulation and control over them. “Reasonable facilities tor 
speculative transactions are necessary for the healthy working of the 
stock market. But speculation must be confined to the right spheres, 
the right persons and the right type and \olume of operations. 
The essence of the regulation of stock exchange is the control ot 

;1. Report of the Morison Committee on Stock Exchanges. 
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speculation. Speculation is healthy and legitimate when it is carried 
on by persons who are well-informed, intelligent, scrupulous, and 
have requisite finances and carry on business strictly according to the 
rules and regulations of the stock exchange. 

Types of Speculators 

As discussed earlier, buyers and sellers on a stock exchange are 
either investors or speculators. Investors buy and sell for the pur¬ 
pose of deriving income from their holdings. They are interested 
in the safety of investment and a regular income on it. Speculators 
buy and sell with the object to make quick capital gains from 
changes in prices. They seek profits not income and do not intend to 
hold securities which they buy. In practice, members act both as in¬ 
vestors and speculators. 

Speculators arc of several types. They are named after some- 
animals as they behave like wild animals. They are described below: 

Bull is the speculator who is an optimist and expects prices to 
rise in the near future. He, therefore, buys constantly to sell at 
higher prices and thereby makes profits. “Bull is an operator who 
buys stock for which he does not mean to pay, with a view to re¬ 
selling at a profit.” In India, bull speculator is known as ‘Tejiwala’. 
Just as a bull tends to keep his head upward, the bull speculator 
tends to be on the upper side of the market. He ‘buys long’ and 
creates a pressure for prices to rise. When his expectations go wrong 
he spreads rumours of a price rise. This is known as ‘Bull Cam¬ 
paign’ or ‘Rieeing the Market’. A market dominated by bulls is- 
called ‘Bullish Market’. 

Bear is a speculator who is pessimist and expects prices to fall. 
He sells the securities which he does not possess. It is technically 
known as ‘‘selling short”. “Bear is a speculator who sells stock, 
which he does not mean to deliver, with a view to repurchase at a 
profit”. He is also called a ‘Mandiwala’. A bear tends to keep his 
head down. Similarly, a bear speculator tends to bring down prices 
through his selling pressure or 'Bear Raid'. A market dominated by 
bear speculators is called ‘bearish’. When prices rise and bear 
finds it difficult to meet his obligations, it is called ‘Bear Squeeze'. 

Lame Duck : A bear struggling against the difficulties of meet¬ 
ing his commitments is known as a Lame Duck. This happens 
when the security which he has agreed to sell is not available in the 
market and the other party is not willing to postpone the deal. 

Stag : A stag is a speculater who applies heavily for a new' 
issue with the hope of selling the same at a premium even before the 
allotment of the security. He aims at quick gains and is a premium 
hunter. He does not intend to become a shareholder. He is very 
cautious like a stag but is always bullish as he hopes for a rise in 
prices. He creates a fictitious demand by sending a number of 
applications for shares. 
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Causes of Price Fluctuations °n the St °c k Exctange^^ ^ ^ 

As stated above, speculation .s a P ^ fluctuations in the 

exchange. Speculat,on becomes P^'^ par ,i c ularly those of 
prices of securities. The P" c 5 s tly an d sometimes very widely, 
equity shares fluctuate very JY given for the rise and fall 
N q o simple and direct explanation^ are the result of 

of prices on a stock exchange Pr rela te d to the yields of 

several factors some of "are di ^ connection with the 
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pxnected return, the speculative dealings, etc. 

2. Financial Position of the ^dS °pai “ 0 ™ a 
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When the bank rate is low,■ th the speculative demand for 

a lowrateofinteresuThi On^he Qlher hand , a high 

KXilSflghVcre^rreSuces tCa demand for and consequently 
the prices of securities. 

a Pressure : The activities of speculators often 

5 Actions of Financial Institutions : The activities of under- 

particular'security 5 in large numbers, the price of the security goes up. 

6. Trade Cycles: During the boom period, the 1 general levd 
•f prices tend to be high. In a depression, demand is low as few 
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people are willing to take risks. Therefore, security prices tend to 
be high during boom and low during depression. 

7. Management of the Company : Changes in the company's 
Board of Directors also influence prices on a stock exchange. When 
a prominent person joins the Board o** Directors, the price of com¬ 
pany's shares tends to rise. On the other hand, the resignations, 
retirement, death, etc. of a well-known director may adversally affect 
the price of its security. 

8. Industrial Relations : During strikes, lockouts and other 
types of industrial unrest, security prices tend to be low. Improve¬ 
ments in industrial relations generally have a favourable effect on 
prices on a stock exchange . 

9. Political Factors : Changes in taxation and other economic 
policies of the government have a great influence on security prices. 
Political developments such as fall of a popular government, instability 
in a state, outbreak of a war, etc., have an immediate effect on prices 
on a stock exchange. 

10. Miscellaneous Factors : Rumours, weather conditions, 
unforscen competition, industrial combinations, balance of payments 
position, prices of gold and silver, etc., also influence security prices. 
Sometimes, a fall in the price of a security at one stock exchange may 
cause a sympathetic fall on another stock exchange. In fact, stock 
exchange is such a sensitive barometer that almost every economic, 
social and political event influences prices of securities. 

Speculative Transactions 

Several types of speculative dealings are carried on in a stock 
exchange. They are described below : 

(i) Option Dealings : Option means a right to buy or sell. A 
speculator purchases an option to avoid risks and limit his loss during 
fluctuations in prices. Option dealings imply the purchase of a 
right to buy or sell or both a certain security or commodity at a 
certain price by certain date on payment of option money to the 
other party. Options are of three types : 

(a) Put option or Mandi Sauda is the right to sell; 

( b ) Call option or Teji Sauda is the right to buy; and 

(c) Put and Call or Double option is the right to buy or sell. 
It is also known as Teji Mandi Sauda. Option dealing is an impor¬ 
tant device which may be used for hedging. In India, option dealings 
have been declared illegal under the Securities (Contracts and 
Regulations) Act, 1956. 

(//) Margin Trading : Margin trading is a by-product of specula¬ 
tion and forward trading, refers to the practice of dealing m secu¬ 
rities with credit from the brokers. A speculator opens* an account 
with his broker and makes a margin deposit with him. The margin 
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. the value of securities and serves as a 

is a cerlain . p t e Ihe n buyer will honour his commitment. The client 
guarantee that tte tajW agree mcnt under which the client agrees 
and his broker enter mi | ccount with the broker. The margin 

,o keep a §,e value of securities in the account exceeds 

is the amount by wtuen Thjs ma re$ult , n over trading and 

the debt ba'ance ‘herei • also \ nown as the cover system. 

unhealthy speculation. T s deposits which brokers are 

Margin system a ' S °Jh the clearing house of the stock exchange, 
required to keep with the clearing specu i a , ion . if the 

This discoutages ove 'n^ ^ , hc margin is reduced and the 

price , or a L further deposes. When price falls, the margin 

member has to nwke tunn ^ n , nore trad i ng with the same 
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overtrading and unhealthy speculation. 

(:!i\ Arbitrage refers to the simultaneous purchase and sale 

nfthe same security at two different markets in order to make 

differences in prices in different markets. The spe- 
profits out of dinercnces i V . $ , QW and se „ s where it is 

hth° r When the transactions arc carried out at two markets within 
b'8 h * W * 0 it j* l k nown as ‘domestic arbitrage'. When carried on 
Swo Sets of different countries it is called ‘foreign arbitrage'. 
ArbTtraTe is also known as 'traffic in securities', as the speculator 
transfers the supply from one market to another Arbitrage should 
be differentiated from hedging which refers to dealings in cash and 
Stules on the same exchange to avoid loss of price fluctuations. 
Arbitrage is a highly technical or specialised speculative activity 
requiring quick action and expert knowledge of security markets. 
It is, therefore, carried on by professional operators. Arbitrage 
operations are useful as they tend to equalise the price of a security 
in different markets. 

(iv) Cornering implies the creation of artificial shortage of a 
certain security by the speculators. A speculator may purchase a 
substantial amount or the entire supply of the security to dictate 
terms to short sellers who are said to be ‘squeezed . The practice 
of cornering restricts the normal flow of securities and creates undue 
increase in prices against the interest of investors. 

(v) Wash Sales refer to fictitious transactions wherein a 
speculator sells a security and then buys it at a higher price through 
other brokers. Actually no transaction takes place but a confusion 
regarding movement of prices is created. A false impression is 
created to push up prices so that the speculator may sell his holdings 
at a profit. The false and misleading situation makes correct 
judgment of prices difficult and the speculator gains through the 
ignorance of investors. This is an objectionable practice and stock 
exchanges prohibit such sales. Sometimes a speculator appoints two 
brokers— one for buying and another for selling the security. Such 
a transaction is known as matched order. 
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(v/) Rigging the Market refers to the artificial pulling up of 
the price of a security by bull speculators. Bulls create a strong 
buying pressure thereby forcing the price to nse. When price rises 
they sell their holdings at a profit. This practice obstructs free 
adjustment between demand and supply and affects the normal 
functioning of the stock market. 

(v/rt Blank Transfer : When the seller of a security signs the 
•transfer form without mentioning the name of the transferee and the 
date of transfer, he is said to have made a blank transfer. It is very 
convenient as it enables the buyer to deal with the ft*** 

It bv itself is not a speculative transaction but facilitates forward 
trading as shares can be transferred again and again without exe¬ 
cuting a transfer deed each time. This saves stamp duty and the 
time involved in normal transfer. Blank transfer gives rise to several 
.abuses or evils : 

(a) Company's register of members becomes outdated and 
misleading. 

(b) As the real owner of securities remains unknown, the trans¬ 
feree may evade income tax and wealth tax. 

(c) The company loses stamp duty on transfers. 

(d) Unscrupulous persons may take over control of the com? 
pany without disclosing their identity. 

(e) The seller remains liable for all obligations on the shares 
and the buyer runs the risk of acquiring a defective title. 

In view of its evils, blank transfer has been criticised severally 
by various committees and commissions in India. The Companies 
(Amendment) Act, 1965 provided following restrictions on blank 

transfer : 

(a) Every instrument of transfer must be in the prescribed form. 

(b) It must be presented to the prescribed authority before it is 
signed by the transferor. 

(c) The authority will stamp or otherwise endorse on the docu¬ 
ment the date of presentation. 

(d) It must then be delivered to the company for registration. 

(<?) The time limit for delivering to the company is two months 
from the date of presentation in case of non-listed securities. In case 
of listed securities, the blank transfer must be delivered to> the com¬ 
pany for registration before the date on which the register of members 
is closed in accordance with law for the first time after the dat of 
presentation. 

Though blank transfer encourages unhealthy speculation, it 
.cannot be totally abolished as this would reduce the liquidity and 
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arketability of securities. It will also make financing and credit 

against securities difficult. 

„ Tt..Aln refers to the postponing ot the settlc- 

(V ('l srcculative transaction. When the prices go against the 
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postponethe settl jum kn0W n as ‘Budla charge’. When 
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contango and backs r - ^ Ihe money borrowed to meet their 

obligations* The person P who finances budla transactions is known 
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Budl. O, r isby ^ 

rJSTlSbSS!.. S.I5.ion fs. for.xampl. c„,W 
to make a iresn g cetticment and repurchase for the next 

° V »| P by P n? ^Budla ensures continuity of dealings but may result in 

over-trading Cmr^ver fadlities save the stock market from the 
incidence of crisis in case of over-trading But frequent carryovers 
may lead to oversold and overbought position in the market. 

Over the Counter Market : Unlisted securities are bought and 
sold directly between the dealers through telephone mail and perso¬ 
nal contacts. Such dealings are known as the over the counter 
market’. Such market has no common meeting place, no formal 
organisation, no recognised existence and no rules and regulations. 

Purchase and sale of securities before or after the prescribed 
trading hours on unrecognised markets located in close proximity 
to organised stock exchanges are known as kerb trading. The 
dealers who carry on such unauthorised dealings are known as 
‘Bucket Shops*. They generally indulge in speculation in few 
selected scrips. Before the prohibition of kerb trading by the 
Securities (Contracts and Regulations) Act, the Katm market of 
Calcutta and the Grey market of Bombay were important kerb 
markets. 


Regulation and Control of Stock Exchanges 

As pointed out earlier, speculation on stock exchanges often 
tends to become reckless and illegitimate. This brings a disaster 
to the investors and the economy. When stock exchanges become 
-‘gambling dens’public confidence in security investment is comp e- 
-tely shaken. Control over stock exchange operations is necessary to 
ensure healthy speculation and fair dealings. Regulation of stock 
^exchanges is required to : 
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(a) ensure that undesirable persons do not become members of 
an exchange; 

(b) ensure uniformity in the rules, regulations and working of 
different stock exchanges in the country; 

(c) prevent unhealthy speculation and undesirable speculative 
practices like option dealings, kerb trading, cornering; 

(d) limit the number of stock exchanges at one place; 

(e) provide margin regulations that restrict over-trading; 

( f) ensure proper listing requirements, so that investors are- 
fully informed of various enterprises and can make rational 
investment decisions; and 

(e) prevent monopolisation of business at the stock exchange 
by a few persons and prevent violent fluctuations in security 


prices. 

By ensuring safe and fair dealings, regulation increases inves¬ 
tors’confidence and encourages investment in securities. It checks 
erratic fluctuations in prices and helps in the development of a healthy 

securities market. 

In India, close supervision and control over stock exchanges is- 
exercised through the Securities (Contracts and Regulations) Act, 1956. 
The Act is based upon the recommendations of the A.D. Garwala 
Committee. The main object of the Act is to “establish unitary 
control over all the stock exchanges in India in order to make them 
really helpful for the economic development of the country . I he 
main provisions of the Act are analysed below : 

1 Recognition of Stock Exchanges : Dealings ip securities arer 

allowed only at exchanges recognised by the C * ntral . 

Non recognised exchanges are illegal. Any stock: eXcJajg^ which i^ 
desirous of being recognised may make an application in xne 
prescribed form to the Central Government. Recognition is granted 
when the Government is satisfied that : . 

(a) the rules and bylaws of the exchange ensure fair dealings- 

to investors and protect their interests; 

the exchange is willing to act in accordance with any 
conditions which the Government may impose on it from 
time to time; 

it is in the interest of the trade and the public at large to- 
recognise the exchange. One stock >s re co gnised .n one 

region or area to avoid competition and t0 n r0 vidT 

control. The bylaws of a stock exchange general y prov de 
that the prices at which transactions are con^leted at a 
particular time should be fair and reasonable keep Jg* 
view the conditions prevailing in the country at h 

2. Discretionary Powers of the Government : The: Act ^P™^ 
the Central Government to exercise broad control where'er y 

The Government may : 


l« 


(c) 
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(a) withdraw the recognition of an exchange in public interst; 

/ia Hired a recognised exchange to adopt or amend a rule 

nnrl administration. A Stock 


relating toTtf constItuVion%nd administration. A stock 
exchange can not change its bylaws without the consent of 
the Government; ^ r .. 

(c) order an inquiry into the affairs of an exchange or of its 

members; . 

(d) appoint its own nominees on the governing body of the 
exchange; 

(e) order the suspension of business in an emergency for a 
maximum period of 7 days on an exchange; 

(/) supersede, in extreme cases, the governing body of an 
exchange; 

(g) compel a public company to get its securities listed on a 
recognised stock exchange; 

(/;) prohibit contracts in certain securities and regulate spot 
transactions in the interest of trade or public; 

(/) grant licences to certain individuals to deal in securities 
outside a stock exchange. 


3. Reporting Requirements : Every recognised stock exchange 
is required to : 

. (a) submit a copy of its annual report to the Government; 

(b) furnish periodical returns about its affairs; and 

(c) supply such information and explanations as the Central 
Government may demand from time to time. 


4. Regulation of day-today Working : Under the Act, the 
Government may regulate the day-to-day working of an exchange by 
regulating the bylaws of a stock exchange relating to the followings: 

(a) imposing restrictions regarding qualifications of members, 
mode of entering into contracts, government representation 
on the exchange, maintenance of accounts by members 
and their audit by a Chartered Accountant; 

(b) fixing hours of trading; 

(c) requiring maintenance of a clearing house; 

(d) regulating, limiting or abolishing blank transfers and carry 
over facilities; 

(e) determining and declaring market rates; 

(/) regulating tarawani business; 

(g) settling disputes and claims through arbitration; 

(h) limiting the business done by individual members; and 

(/) fixing scale of brokerage, fines, fees and margin require¬ 
ments. 
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5. Curbs on Speculation : To check unhealthy speculation the 
Act has : 

(a) made option dealings illegal; 

(b) prohibited kerb trading, i.e., dealings in securities outside 
a recognised stock exchange; 

(c) restricted forward trading in specified securities; and 

(d) restricted the life of blank transfers. 

Securities Contracts (Regulation) Rules, 1957 

The Central Government has framed Securities Contracts 
(Regulation) Rules in 1957 to constitute a code of standardised 
regulations for uniform application to all the stock exchanges in the 
country. The Rules lay down the procedure for recognition of 
a stock exchange, submission of annual reports and periodical 
returns by a stock exchange, requirements for listing of securities 
and procedure for inquiry into the affairs of a stock exchange and 
its members. 

Directorate of Stock Exchanges 

The Government of India established in 1959 a Directorate of 
Stock Exchanges to enforce and administer the Act. The Directorate 
is required to keep a close watch over the stock exchanges and 
advise the Government regarding undesirable developments. It 
studies the annual reports and periodical reports submitted by stock 
exchanges. It attempts to check overtrading, curb trading and 
option dealings. It also ensures enforcement of listing require¬ 
ments and non discrimination against any company by a recognised 
stock exchange. The Directorate is empowered to license dealers in 
securities, to enforce listing iequipments and to ensure that no 
exchange discriminates against any company. The Directorate acts 
as a link between the Government and the stock exchanges. 

Evaluation of the Act: The Securities (Contracts and Regulations) 
Act, 1956 is the result of detailed study and investigation by several 
committees. It contains several provisions for the efficient working 
of stock exchanges. The Act has created uniformity in the working 
of different exchanges and has enabled unitary control over them. 
By regulating undesirable practices, the Act has helped in keeping 
speculation healthy and in checking violent fluctuations in prices. It 
has introduced much needed reforms. The Act has, however, been 
criticised on the following grounds : 

(i) The Act does not clearly define an ‘undesirable transaction 
so that its objective is defeated easily by unscrupulous persons. The 
Act has, for example, failed to effectively check corners, wash sales, 
budla and other undesirable speculative deals. 

(//) The Act does not prohibit forward trading (or Futka) 
which is the main cause of overtrading and unhealthy speculation. 
The Government has, however, banned forward trading since 1969 
by a notification. The ban was lifted in 1971. 
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. • j Hi sanction between brokers 
and t SSwSal d ^wS I L a often operate against the interests 

° f gED (Z Some people 

nomy of stock exchanges and the i yo ^ ^ untenab i e as it goes 

of the stock marke ‘: rt B ^ f l t ue Act g The Act has no doubt exercised 
against the very object of the in the country. The Act 

a healthy influence on ^^Govemraent to curb undesirable 

gives wide powers to the Ce "*** e . : nlerv enes only in the interest of 
speculations. But the p ove rj ver t he powers of the Central 
the trade or the public. M?* ove £ o : instance, the Government 
Government are not unhn J* ed - 1 exchange for more than 
cannot suspend the business o . 0 f being heard in the 

seven days without giving an °PP° ^ ty re °‘ sons for taking any 

matter. The Government has to assignor ^ members . 

action against a stock exchange g ensure the healthy 

More stringent me ** u ^ s t A rC C0 ^ tT y Stock exchange is an 
working of the stock marketin “fceSndia which is trying to 
important instrument in a country ^ mechanism by which 

gssrss ~~‘r-ffi 

S d SS!S^Sr5fccSvStr&d industrial development 
in the country : • .. 

(/) Strict vigilance is necessary ‘“^^^"Sons! speculators 
3 in°undesirab*e praedees outside the stock exchange building. 

Working hours of exchanges may be increased. 

(ID Thcc should be no U xity in «£S?5 

sear- s?Sf?a»ass of of 

m Close scrutiny is ?, K desirable 

integrity and sense of responsibility become memo 
to lay down some minimum qualifications for membership.■ 

W Close cooperation is mfni^d be we^ff e^exch,.^. 
Speculation is often diverted to another exchange wne 

“ “(SISir checking of members’ accountsI and heavy penalties 
for violation of rules and regulations are necessary. .. 

(vi) Wide publicity and public censure of undesirable practices 

ShOUl (t0Br a ot e ers and tarawaniwa, as should be clearly Mg 

and no person should be allowed to act i° ained investor 
simultaneously. When a strict distinction is maintained, investors 

can seek uninterested advice from the brokers. , 

(v/,7) Minimum rates of brokerage and commission shou d be 

prescribed to eliminate underhand practices by brokers and dealer.. 
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(/*) Trading lots should be reduced so that people with small 
means and holdings can buy and sell easily. Dealings should be 
simplified and made economical by making service charges pro¬ 
portionate to the size of the order. 

(x) Standard forms and books should be prescribed for 
members. 

(xi) A code of conduct should be prescribed for members to 
encourage self-regulation and control. Members violating the code 
may be deprived of membership for 5 years. 

(xii) Inspectors should be appointed to maintain discipline and 
watch members* activities on the trading floor. 

(xiii) Every stock exchange should appoint a public relation 
offleer to remove widespread public distrust and misunderstanding of 
the stock market. 


Current Developments in Indian Securities Market 

During the last decade, the securities markets in India have 
undergone significant changes. These changes are the result of 
several developments in the economic, social and legal environment 
in the country. The abolition of the Managing Agency System with 
effect from 3rd April, 1970; the growth of the capital market; the 
rise of professional promoters, etc.; are a few examples of such deve¬ 
lopments. Some of the important trends in the country s securities- 

markets are described below : 

1. Broad-based Promotion : Entrepreneurship in India is no 
longer limited to a few managing agents or a few business families. 
The base of company promotion has widened with the rise of a 
class of professional promoters. Technocrats, specialised financial 
institutions and other professional promoters are playing an increas¬ 
ing role in the formation of new companies in tlx: country. Moreover, 
the promoters and directors are contributing a 

of the new capital issues. It can be seen from table I that the share 
of promoters and directors in the capital issues has continuously been 
decreasing. During 1971-72 promoters and directors subscribed to 20.2 
per cent of total capital issues. This proportion decreased to 7^6 per 
cent in 1978-79. The abolition of the Managing Agency System and 
the assistance provided by financial institutions has mainly been 
responsible for widening the promotional base in India. 

TABLE I 

Absorption of Private Capital Issues 

( Rs . m lakhs) 


Year ended March , 31 


1971 1976 1977 1979 


Total amount issued (l + II) 4226.00 6407.96 3429.60 5786,93 
I. Allotted to : 

W SS“" 854.00 18.49 203.94 438.83 

“> gSrSISL. 21.00 190.10 134.5, ,36.34 
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'1971 


1976 7977 1979 


95-30 13.82 


500 53.60 
_ 23.39 

_ 404.30 


Year ended March, 31_ -_-—- 13^82 

(c) Existing Shareholders 

(d) Employees of the _ 2 0.50 5 00 53.60 

Company __ 146.97 — 23 - 39 

( e ) Other Companies 222.74 — 404 - 30 

(/) Foreign Collaborators 2g55 35 46 49.94 

II. Offered to Pubhc 333 4$ 1548 .56 3476.57 

(a) Subscribed by Publ.c 1915.00 

(b) Subscribed by 2782 .55 1264.65 1169.58 

underwriters: 1384.UU 191.28 

( 1 ) as investors 

(if) as part of under- 978.30 

writing obligations _ 4^14 3.79 

-(<•) Left unsubscribed 31.00 ^ ^ 3357 . 65 

III. Amount underwritten 30 - 2 ° 979 88.3 72.2 

III as percentage of II yi - /u y,y f .. 

Sour,. : Annual Repo* » ° f 

Companies Act, 195o. _- 

—^ , I 1 . 4 M 


- 2 Response (o Capital Issues : Another notablcUend 

in the securities mark ^.’' a j S n ^a"; ng 'j^ C vo^ S ent*of promoters and 
fresh capital issues The mere;"nionc investors. The average 
directors has created confidence am g bc f ore towa rds 

investment inTorpo^ate Ss. 

cant as is cv,dcnt from table * An “ na ' ys ' S , hen '’ shows that public 
response ttfcapital 'shares hTsbeenmore cncoun.gg J-a* of eqmty 
:Sme h ^nd Ca sofaI aTiSatesRasing willingness to assume 

and'^preference^nclud.i ng foreign equity) a « ou " ted ^ Jf \JT 53 
and reserves and surplus accounted for 4.6 Per cent ot 1 1 
project costs. Loans and borrowings, on the other band. accounted 
for 66.5 per cent of the total. As against this, the dibi portion o 
foreign capital has gone down since 1975-76. Specialised fina 
institutions have become the most important single sourceoflong 
term finance for industry. These institutions also Provide risk 
capital through direct subscriptions and underwriting^ Table 11 
shows the relative importance of different sources of finance in th 
total project costs. 



Financing of Project Cost of Companies Issuing Capital 
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much headway in Ind,a '" io r n jhe amount of new issues under- 

as s Sr5«! ssSr ss 

from 2 per cent in 19M 5- * t £ ta i am0 unt underwritten increas 

public financial institutions m the tot 1 cen[ jn 1979 . 80 . Commercial 
cd from 44 per cent in 1976-7 7 to ' ? erwrjters in recent years. Their 

banks have also become important u d ^ jncreased from 17.6 

share in the total amount undew t ?8 Durjng the year 

per cent in 1976-77 to 20 per C n e 0 " .government public limited com¬ 
ending 31st March, 1980, 59> non g n( of Rs . 46.50 crores, 

nanies issued prospectus to raise an . 107^.71 There was 

as against Rs. 42.26 crores by 49 “ m £"£ nt both m the number of 

surjShJS'Sffsgtsia% - * ^ 

and capital offered to the public. 


TABLE III 



Cost of 

Raising Capital 

(Rs. in 

lakhs) 



1976-77 

1977-78 

1978-79 

1 979-80 

1. 

Total amount issued 

3429.60 

7171.22 

5786.93 

5353.78 

2 . 

Total amount offered to 
public 

2855.35 

5715.24 

4849.94 

3963.86 

3. 

Total issue expenses 

228.13 

490.10 

379.20 

413.11 

4. 

(3) as percentage of (1) 

6.65 

6.83 

6.55 

7.86 

5. (3) as percentage of (2) 

Source : Same as in table I. 

7.99 

8.58 

8.15 

10.42 


Thus the securities markets in India have become responsive 
to opportunities for growth. The markets have become sufficiently 
broad-based and well-diversified to provide industrial finance in 
diverse forms needed for the establishment of new enterprises and 
for the growth of the existing enterprises. 


RECOGNISED STOCK EXCHANGES IN INDIA 
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UNIVERSITY QUESTIONS 


1. Describe briefly the various methods of Marketing of Secuntus I966 \ 

5 What do you understand by listing of securities on /969# /97S) 

What is the significance of listing . . ck 

6 ‘ exchange af.ockTxch'Sng^ ^ 

7 ' «S[«cts*°^e e th^st , Mk e exchangcs*in , India* regulated by < Govenmien? 


8. Distinguish between the following : 

(a) Investment Transactions and Speculation Transactions. 

(6) Ready Delivery Contracts and Forward Delivery Contracts /9W 

9 . What arc the causes of price fluctuations on ^«Mk c xdwnge^ ;97J) 

,0. Give a brief account of the recent trends in the Indian Securities 
Market. 

11. Write short notes on any three of the following : 

(а) Control of Capital Issues 

(б) The New Issues Market 
(c) Option Dealings 

(< d) Bulls and Bears 

(e) Budla or Carryover 
.(/) Contango and Backwardation 
(^) Forward Trading 
ih) Tarawaniwalas and Jobbers. 



Part VI 

NEW DIMENSIONS 
IN BUSINESS 


1. PUBLIC ENTERPRISES 

2. SMALL BUSINESS 




21 

Public Enterprises 


The concept of welfare state has led to increasing control of 

sssa assr;. STS!.* 

Ses C s 0 bu n t7ake 0 s d an acTwe p C inV y>e ^h^^P«tion 

of industrial and commercial enterprises. The state ownersnip 
contrcd extends at present to such a wide range of economic activity 
that there seems to be a confusion regarding the nature of 
types of public undertakings. A public undertaking is an econom 

organisation owned and operated by the state. P u . bl c p 

are broadly of two types : (i) Public enterprises, and ( 11 ) Puolic utiliti . 

Meaning of Public Enterprise 

The term public enterprise refers to such industrial and commer¬ 
cial undertakings whose ownership, management and control is in 
hands of Central, State or Local Governments. According to A.n. 
Hansen, “public enterprise means state ownership and operation oi 
industrial, agricultural, financial and commercial undertakings . 

In the words of S.S. Khera, “by state undertakings is meant the 
industrial, commercial and economic activities carried on by tne 
Central Government or by a State Government, and in each case,, 
either solely or in association with private enterprise, so long it is 
managed by a self-contained management”. ' 

Encyclopaedia Britannica defines the term public enterprises as 
follows : “Public enterprise may be defined as an undertaking that 
is owned by a national, state or local government, supplies services 
or goods at a price, and is operated on a more or less self-supporting 
basis”. 


Characteristics of Public Enterprise 

An analysis of the above definitions would reveal the following 
features of public enterprises : 

(i) Public Ownership : A public enterprise is owned by the Central 
Government or by a State Government or by a local authority or 
jointly by two or more of them. In case it is not wholly owned by 
the state, i.e. private persons are also partners in it, the state should 
have the major share (at least 51 per cent) in the ownership of such 
enterprise. 

(if) State Management and Control : The ultimate management 
and control of a public enterprise lies in the hands of the state. The.- 
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day-today operation of the enterprise, may be given to a private body 
but the directors and other key personnel are always appointed by 
the Government. 

(ill) Government Financing : The whole or a major proportion of 
the capital of a public enterprise is provided by the Government. 

(iv) Service Motive : Though public enterprises strive to generate 
surplus for economic growth, their primary aim is not profit-making. 
They seek to provide service to the general public and work for 
public welfare. 

(v) Public Accountability : Public enterprises are financed out 
of public funds and are, therefore, accountable to the elected represen¬ 
tatives of the public. The working of every public enterprise is 
evaluated by the committees of Parliament or State legislature as the 
case may be. 

Public enterprises should be differentiated from public utilities. 
A public utility is a monopoly organisation wholly owned by the Central 
or State Government or by a local authority. A public enterprise is 
not necessarily a monopoly organisation and may not be wholly 
owned by the state. It may be established by the state in partnership 
with private persons. Moreover, a public utility supplies essential 
public services like water, electricity, gas, city transport, etc. A public, 
enterprise, on the other hand, supplies goods and services of a 
general nature. Thus, a public utility is a service concern while a 
public enterprise is an industrial or commercial undertaking. How¬ 
ever. both of them are owned, managed, controlled and financed by 
the state. Both of them are accountable to the public and their 
primary aim is service to the public. 

Objectives of Public Enterprise 

Public enterprises are set up for the achievement of several 
objectives which are described below : 

(/) Stimulate Economic Growth : The main purpose of setting up 
public enterprises is to accelerate the pace of economic growth. For 
this purpose, the Government has set up several basic and capital 
goods industries such as iron and steel, machine building, ship build¬ 
ing, cement, fertilisers, railways, etc. 

(ii) Mobilisation of Public Savings : A high rate of savings and 
capital formation is necessary for rapid economic growth. The 
Government has nationalised commercial banks and insurance 
companies to mobilise public savings. Besides, a net-work of indus¬ 
trial financing institutions has been created to channelise these savings 
into industry. 

(///) Generate Employment : Through public enterprises, the 
state creates opportunities for gainful employment. As a welfare 
state, the Government has the responsibility to help in improving the 
•working and living conditions of the working class. 
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, • Tnommlities • Public enterprises serve as a 

fo'S'rSg'Jnf.no.opolies and of «ono- 

mic power in few hands. . publjc enterprises help in the 

" in ,h ' dis,rl - 

bution of income and ommo diiies : Public enterprises may 

(v/) Provision of essential commodities of daily 

use° "inlndia, coSnes were nationalised to provide good quality 

coal at reasonable prices. enlerDrises a l«o help in encouraging 

Rationale of Public Enterprise 

The establishment of public enterprises may be justified on 
following grounds . Modcrn CCO nomy j, inevitably a 

hasTted^tthe° governmenf U>* ^arfici^te n ^c\1vdy e< in n0 hc IC esfabHsh , inent 

SSiomv wSrding to plan priorities. According to the Second Five 
Year Wan public sector has to expand not only to initiate development 
which the private sector is either unwilling or unable to undertake 
but also to shape the entire pattern of investment in the country. 

(«) Rapid Industrialisation : Rapid industrialisation requires 
a sound infrastructure or a wide industrial base * **“* 

industries like coal, cement, power, iron and steel, fertilisers, paper, etc. 
Such industries require huge investment and 

Private sector is often unable or unwilling to und«t*ke these tasks. 
The State has, therefore, to step into provide basic infrastructural 
facilities in the form of railways, postsand te'egraph river vallev 
projects, heavy machine tools, heavy electricals, iron and see loil 
exploration, oil refining, etc. Public enterprises help in accelerating 
the pace of industrial development by filling critical gaps in the indus¬ 
trial structure of the country and by providing basic infrastructural 
facilities for growth. Public sector has laid strong foundations in selt- 
reliance in technical knowhow, research and development, maintenance, 
etc. The Government has set up several institutions to develop 
scientific and technological talent essential for rapid industralisation. 
Public enterprises also help in the development of ancillary industries 
and small entrepreneurs. 

(///) Surplus for Economic Growth : Public enterprises assist in 
the economic growth of a country by generating revenues. "3y 
active participation in business, the state has sought to tap the gold 
mines of industry and commerce for the funds needed to discharge 
the new and heavier burdens it now shoulders.'* 1 In India, the public 
1. S.S. Khera : Government in Business , 1963, p. 19. 
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enterprises contributed more than Rs. 3,120 crores to the national 
exchequer. Moreover, the nationalised commercial banks and 
insurance companies and the specialised financial institutions mobilise 
public savings. Public enterprises thus accelerate the rate of capital 
formation and stimulate economic growth. 

(iv) Egalitarian Society : The commitment to a socialistic 
pattern of society requires the prevention of private monopolies and 
the concentration of economic power in a few hands. Public owner¬ 
ship and control is the most convenient means of securing a more 
equitable division of wealth and incomes. By reducing disparities 
in incomes and wealth, public enterprises help in improving the 
standard of living of the common man. 

(v) Social Welfare : Public enterprises are motivated by the 
consideration of social welfare. Private enterprise guided by the profit 
motive, tends to take a short-term view of risk. They are, therefore, 
not likely to emphasise the production of goods and services that 
arc essential to society but offer little profits. Public enterprises can 
help in the creation of right consumption patterns and thus direct 
national resources into channels, most useful from the point of view 
of the society in general. Public enterprises are also necessary in 
over sensitive areas e.g. t allocation of scarce imported commodities, 
distribution of essential commodities, etc. 

(v/) Model Employer : Our constitution requires the state to* 
work for the welfare of the working class. The fulfilment of specified 
aims of social justice like labour welfare has prompted the establish¬ 
ment of public enterprises. Through public enterprises, the state can 
act as a model employer and set the pace-for good employment 
practices like workers' participation in management. In India, many 
public enterprises located in far away places have developed town 
ships providing all civic amenities to their employees. Some public 
enterprises provide subsidised transport, cheap food and other facilities 
to their employees. Public enterprises have given a lead in the matter 
of workers’ participation in management. 

(v/7) Employment : Public enterprises help in expanding employ¬ 
ment opportunities in the country. In a country like India where 
unemployment is a chronic problem, public enterprises provide gainful 
employment to millions of people. The total employment in the 
industrial and commercial undertakings of the Central Government 
during 1976-77 exceeded 15.75 lakhs. The total amount spent on 
these employees was Rs. 1503 crores. The average annual emoluments 
per employee worked out to Rs. 9543. 

(v///) Balanced regional development of the country is necessary 
for social cohesion and political harmony. In private enterprise,, 
location decisions are based purely on economic considerations. This 
results in lopsided industrialisation of the country. Public enterprises 
help in reducing regional imbalances through location of new units- 
in backward regions. Public enterprises contribute to the overall 
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socio-economic development of the country by industrialising tank- 
ward areas. 

(W IVonW of'SS'nndTubS- 

towards self-reliance through the pr ,. exDor ted goods worth 

tion of imports. Public enterprises m India exported g a)s(> 

more than Rs. 1834 crores m 1978-79. exchange 

made a significant contribution _ ^In this way, public 

reserves through import-substitution s self-reliance, 

enterprises have helped in realising the goal oi nation 

JlSk S'^S^d'^S^pScti^s among^ P ri v^* 

Public enterprises serve as a means of public control over the 

country's economy. 

(xi) Where uniformity of operations and comnwreial practices 
arc desirable, the activity may be organised as a public enterprise. 

The rationale behind public enterprises in India thus lies in the 
economic and social objectives embodied in our constitutioni arid five 
year plans. They have been designed as a means of rapid 
growth with stability and social justice. While inaugurating the 
Round Table Conference on Public Sector Undcrtuk.ngs in June, 
1966, the Prime Minister, Mrs. Indira Gandhi said. We adsocatc 
public sector for three reasons : to gain control of the commanding 
heights of the economy, to promote critical development in terms 
of social gain or strategic value rather than primarily on considera¬ 
tions of profit, and to provide commercial surpluses with which to 
finance further economic development.” 1 

ORGANISATION OF PUBLIC ENTERPRISES 
Public enterprise has come to occupy such a dominant place in 
the industrial structure of India that their efficient organisation and 
administration is of national significance. The essential problem ot 
efficient administration of public enterprises is the evolution ot 
forms of organisation that combine the flexibility and effectiveness 
of private enterprise within the broad framework ot parliamentary 
control and accountability. 

The main forms in which a public enterprise can be organised 
are as under : 

(a) Departmental Undertakings. 

(b) Government Companies or Mixed Ownership Corporations. 

(c) Statutory Corporations. 

in the Report of the National Commission on Labour, 1969, 


1 . 
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Quoted 
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(d) Operating Contracts. 

(e) Control Boards. 

No one form is the best in all countries or for all types of public 
enterprises. The appropriate form in each case depends on several 
factors like the country's economic development, the nature and size 
of the public enterprise, the scope of the public sector, the economic 
and social policy of the Government, etc. The forms mentioned 
above have been described in the following pages. 

Departmental Organisation 

Traditionally public enterprises have been organised as a part 
of the normal government machinery. A departmental undertaking 
is a major part of a Central or State Ministry. Sometimes, the public 
enterprise may be so important that it may be organised as a separate 
ministry. Indian Railways are, for instance operated by the Railway 
Ministry of India. Departmental organisation is the oldest and the 
most natural form. The essential features of departmental organisa¬ 
tion are as follows : 

(/) It is a major subdivision of a department attached to a parti¬ 
cular Ministry of the Central or State Government. It is under the 
direct control of departmental head who is responsible to the con¬ 
cerned Minister. A departmental undertaking is thus organised 
and managed like any other government function. 

(//) The undertaking is subject to the normal budgeting, 
accounting and audit controls applicable to other government 
activities. 

(///) The permanent staff of the undertaking consists of civil 
servants whose conditions of recruitment and sen ice are the same as 
for other government employees. 

(/V) The enterprise is financed out of the government treasury 
through the annual budget and the whole or a major part of its 
revenues is paid into the treasury. 

(v) It can be sued only through the procedure by which suits 
against the government are filed. . It enjoys, in other words, the 
sovereign immunity of the state. 

Railways, ordnance factories, posts and telegraphs, the All 
India Radio, the Chitranjan Locomotive Works, The Integral Coach 
Factory, Precision Instruments Factory, National Instruments Factory, 
ports and harbours, etc. are the examples of departmental undertak¬ 
ings in India. 

The chief merits of a departmental organisation are : 

1. Departmental organisation ensures maximum degree of 
parliamentary control on the enterprise. There is comp¬ 
lete accountability to the Parliament. 


PUBLIC ENTERPRISES 

inp is fully responsible to the public as it is 

2 ‘ KSSft‘ cinS3 y of thS Minister concerned. 

, The danger of misuse of public funds is minim.sed through 
budget, accounting and credit controls. 

4 - aSJTSSS b uS!d C and a eSt^ve ‘SnffiStiSn*cJ 
5Je enterprise. Departmental organisat.on has relatively 
a high degree of monopoly power. 

5 - 5£—-sss.'Tffi ‘srzr;»s“i 

treasury ensure the availability of required finances. 

A depan mental undertaking suffers from serious limitations, 
such as the following : 

(a) Complete centralisation of control results in red-tape and 
bureaucracy in day-to-day administration. Decisions get delayed and 
nnlitical considerations dominate business principles. Rigid adher- 
ence to administrative formalities makes the undenakmg unrespom.ve 

to technological changes and insensitive to consumer needs. AH this 
results in inadequate service and inefficiency. 

(b) Excessive parliamentary control and undue interference by 
politicians destroy flexibility, initiative and autonomy so essential fo 
the successful operation of a business enterprise. The cumbersome 
governmental machinery impairs the sense of responsibility. 

(c) Detailed audit, budgeting and accounting controls make 
the adoption of commercial practices impossible. Long term .commit¬ 
ments are difficult to make and non-business considerations dominate 
the working of the enterprise. 

(d) Due to guaranteed funds and lack of competition, there is 
little incentive to improve efficiency of operations. Losses are under¬ 
written from the treasury and there is no pressure for optimisation 
of resources. 

(e) The senior staff of the undertaking is overburdened with 
normal government functions. Civil servants generally lack the 
necessary knowledge and experience. Frequent transfers and seniority- 
based promotion result in lack of motivation and responsibility on 
the part of officers. 

(/) Top management of the undertaking lacks continuity and 
stability of tenure as it is at the mercy of the political party and the 
Minister. 

In general, the structure and working of a departmental under¬ 
taking is incompatible with the financial and operational require¬ 
ments of a business enterprise. Departmental organisation is the 
direct negation of the requirements of autonomy and mitigates against 
initiative and flexibility. It should, therefore, be “the rare exception. 
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not the general rule.’' 1 The exceptional cases where the departmental 
organisation is suitable are as follows : 

(/) In defence industries due to their strategic importance and 
the need for secrecy. 

(//) For the operation of economic controls like rationing, and 
state-trading which involve exercise of monopoly power 
and use of governmental authority. 

(iff) For the operation of public utilities. 

(iv) For projects not really ripe for technical and financial 
sanction because they have not been worked out in detail, 
e.g. y control body for river valley projects. 

(v) Where the main aim is to generate revenue for the state, 
e.g. t railways. 

(v/) For projects which have reached the stage of technical or 
financial sanction but for which the requisite financial provi¬ 
sion is not assured. 

As noted in the Second Plan, the normal administrative and 
financial procedures involved in departmental organisation are not 
suitable for commercial and industrial enterprises. 

Government Company or Mixed Ownership Corporation 

A government company is a joint stock company in which 
51% or more of the paid-up share capital is held by the central 
and/or state Government. It is registered under the Companies Act 
either as a private company (in which the entire share capital is held 
by the state) or a mixed ownership public company in which the 
capital is held jointly by the state and private (Indian or toreign) 
interests. The Indian Companies Act. 1956 contains special pro¬ 
visions relating to government companies. The main Jeatures ot a 
Government Company are as under : 

(a) It is a body corporate incorporated under the general law 
such as the Companies Act. It is created by an executive 
decision of the state rather than by legislature. 

to) Government (Central or State) is the controlling (51% or 
more) or sole shareholder in the name of the President. 

(c) The company is a separate legal entity. It can sue and be 
sued, enter into contracts and acquire and own property m 
its own name. The rights and powers of the enterprise are 
governed by the general law, e.g. t Companies Act under 
which it is registered. 

(d) Its employees, excluding deputationists, are not civil 
servants. 

1. A.D. Gorwala : Report on Efficient Conduct of State Enterprises 1951, p.13. 
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W The enterprise is ... oSmenL 

accounting rules and Pjoadure *<* d ministerial 

It is, however, subject to putameatuy lhe 

( n The company is financed by the government but can retain 

( ’ its revenues and can borrow from the market. 

(e) Its day-to-day affairs are managed by a board of' d'rectora 

{g elected in the annual general meeting of the shareholders. 

Hindustan Insecticides Ltd., Hindustan Housing Factgy. 
Hindustan Antibiotics Ltd., Hindustan Aeronautics Ltd., FertUise 
Corporation of India, Indian Drugs and Pharmaceuticals Ltd., etc. 
are a few examples of Government Company in India. 

A government company has thus most of the features of a joint 
-stock company. Its common advantages arc as follows . 

(/) Being a separate entity, a government company is free 
from bureaucratic control. It enjoys autonomy of manage¬ 
ment and flexibility of operations for efficient "orking. 
Absence of direct parliamentary and ministerial control 
enables the adoption of sound commercial practices. 

(//) Independent appraisal of efficiency and comparison with 
similar companies in the private sector provides an in¬ 
centive for efficiency and instils a sense of responsibility 
on the part of management. 

{///) The enterprise is relatively easy to form as no special 
statute is required. The objects and powers of the under¬ 
taking can be changed easily as no Act need be amended. 
Where necessary the government can, by a notification in 
the official gazette, exempt the enterprise from the pro¬ 
visions of the Companies Act. 

(iv) Freedom from audit, accounting, budgeting and other 
regulatory procedures makes for flexibility of operations 
and prompt action. Greater decentralisation of authority, 
use of non-official experts and assignment of resources is 
possible. 

(v) The statutory discipline of company law makes for efficient 
and responsible management. 


iyi) There is a psycholog : .cal advantage. “The joint stock 
company has proved its organisational suitability to the 
successful working of private enterprise over a long time. 
When the government organises public enterprises in the 
same form, the healthy impression is created all around 
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that the public sector wishes to function under fairly equal 
conditions of organisation and under substantially the 
same laws. There is, therefore, some justification for the 
company form of organisation in the public sector from 
the angle of the coexistence of the two sectors.” 1 

(v/A Company form is the only organisation when the govern¬ 
ment wants to avail of the resources and knowhow of the 
private sector, Indian or foreign. 

The company form thus enjoys the operating flexibility of 
private enterprise and the state regulation and control of the public 
corporation. Company form, however, suffers from several Imi¬ 
tations : . 

(,) As the Parliament need not be taken into confidence 
in the creation of a government company, the company 
form evades the constitutional responsibilities which a 
State enterprise owes to the Parliament. The accounts 
need not be audited by the Comptroller and Auditor 
General Sec. 639 of the Indian Companies Act, how¬ 
ever requires that the annual accounts of every govern¬ 
ment company together with the auditor's report must be 
placed before both the Houses of Parliament. 

(U) in practice, the autonomy of management in a government 
company is absent as the company is controlled by the 
nominees of the government. The board of directors of 
the Company acts as the mouthpiece of the government. 
This defect is, however, found in all forms ol public 
enterprise. 

(///) The part-time officials of the company lack generally the 
knowledge and experience as well as the motivation essen¬ 
tial for the efficient conduct of a business enterprise. 

(/v) A government company concentrates power in the hands 
of the state to a much greater extent than the public 
corporation. In the absence of full parliamcntapr control, 
it may result in the abuse of power for the interests of 
bureaucrats. 

(v) As the controlling voting power lies in government hands, 
the annual general meeting and other provisions of the 
Companies Act become a mere fiction. Further, the 
government can exempt the undertaking from the pro¬ 
visions of the Act. A government company has, there¬ 
fore, been criticised as “a fraud on the Companies Act 
and on the Constitution”. But in private sector also one 
man companies are quite common. 

The government company, is, however, ideally suited under 
the following circumstances : 

1. V.V. Ramanadham : The Structure of Public Enterprise in India , p. 171. 
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Public Corporation ,„ nrtr ate bodv set up 

A public corporation is anau^nomous cop legjslaturc It is 

under a special Act passed by Xh ‘ Thc statule defines its 

also known as ' Stalut0 ^ 9° P lt has generally a clearcut 
objects, powers and functions. i \ sccks t0 combine 

jurisdiction over a specified a . b(j ownership and 

the flexibility of private enterprise vyth puD.^^ RoQseveU f 

accountability. In the words. o nisation that is clothed with 
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nationalised undertakings. 

The essential characteristics of a public corporation are a 
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with government departments and ministries. 
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Quoted on p. 110 of “The Tennesse Valley Authority’ 
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(//) It is wholly owned by the Central and/or State Govern¬ 
ment. 

(z77) It is a separate legal entity or an autonomous body with 
perpetual succession and common seal. It can sue and 
be sued, enter into contracts, acquire and own property 
in its own name. 

(zr) Generally, its employees are not civil servants. They are 
recruited and remunerated independently. 

(v) It is independently financed, can raise funds by borrow¬ 
ing from the public and the treasury. It can reinvest its 
earnings. It is supposed to be self-supporting. Financial 
autonomy is an essential feature of a public corporation. 

(vz) It is generally exempted from the rigid rules applicable 
to the expenditure of public funds. 

(v/7) It is, ordinarily, not subject to budget, accounting and 
audit controls applicable to government departments and 
ministries. 

(v/7/) Its broad policy is determined by the Parliament but 
internal management is left to the corporation. 

(ix) Its primary purpose is public service rather than private 
profits. It is, however, expected to operate on commercial 
lines. 

(x) It is managed by a board of directors appointed by the 
government. Inspite of its administrative and financial 
autonomy, a public corporation is fully accountable to 
the Parliament. 

A public corporation is thus a combination of public owner¬ 
ship, public accountability and business management for public 
ends. A public corporation should be differentiated from a public 
company. The two are similar in capital structure and financial 
operations. But unlike a public company, a public corporation 
is not set up or regulated through the Companies Act but through 
a special Act of Parliament. A public corporation is wholly owned 
by the State while a public company is owned by the public. 

Life Insurance Corporation of India, Food Corporation of 
India, Reserve Bank of India, Oil and National Gas Commission, 
National Coal Development Corporation, Industrial Development 
Bank of India are the outstanding examples of public corporation. 

A public corporation enjoys several advantages : 

(a) Relative freedom from government regulations makes for 
autonomy of finance and management and maximum 
flexibility of operations. The Act can be framed widely 
to provide opportunity for growth and diversification. 
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M Separate entity of 
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interest. 


lnicitai. , , 
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and conveniently. 
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(/,) The board of directors can be constituted with experts 
and various interested groups. 


dliu ruuv-x - « 

According to Robson “public corporation is a constitutional 
,• ;c likelv to play Bn increasing role in the field ot 

19th century.” 1 


Inspite of all these advantages, there are certain weaknesses of 
2 l public corporation : 


IV V ^ v - 

(/) Autonomy and flexibility of a public corporation is in 
practice, only nominal. Ministers government officials 
and political interests often interfere with day-to-day 
management. On the other hand, autonomy and flexibi¬ 
lity may, at times, be secured at the cost of public 
accountability and control. 


- 

Hi) The board of a public corporation may indulge in anti- 
social practices. Public corporations control such impor¬ 
tant sectors of the nation’s economy that they must 
be fully accountable to Parliament. The bureaucratic 
structure and way of functioning of the gov ernment docs 
not allow, in practice, the expected freedom of operation. 

(Hi) Absence of profit-motive and free competition tend to 
slacken incentive and initiative in a public corporation. 

(iv) A public corporation is not only difficult to set up but 
’ its objects and functions are also difficult to change as 

J. W.A. Robson : Problems of Nationalised Industries, p. 118. 
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the statute has to be amended. This tends to make the 
organisation inflexible and insensitive to changes in its 
environment. 

(v) The cost and time involved in its creation makes a public 
corporation suitable only for giant enterprises. It 
cannot be used conveniently for trading concerns or those 
designed to improve and stabilise particular areas of 
business. 

Despite its weaknesses, a public corporation is generally consi¬ 
dered appropriate for operating public enterprises of commercial 
and industrial nature. It provides the appropriate combination of 
commercial freedom and social control. Ultimately the success of 
a public corporation depends upon how the legal framework is 
framed in and provides the necessary freedom of operation. 


Operating Contracts 

In recent years, a new form of organisation has been devised 
in U.S.A. and certain European countries. The form is known as 
‘operating contract’ under which the government enters into a 
contract with an established private enterprise. Under the contract,, 
the management of a public enterprise is entrusted to Private 
business. The contractor is compensated by a fixed fee and is 
reimbursed for all costs. For example, the Atomic Energy Com- 
mission of U.S.A. has given operation of its P' a " t; L r a ^ 
to Dupont and General Electric Company. The pr v ate enterprise 
is given full authority to employ and dismiss personnel, purchase and 
sell properties. It operates the public enterprise like its subsidiatT. 
The statutes applicable to government agencies do not apply to the 
contractor. 

Operating contract form is flexible, secures managerial skill and 
knowledge of private industry and can be used to develop enterpnses 
which the government is to take over. Statutes applirable to the Gov¬ 
ernment Companies do not apply to this form of organisation. There 
is sufficient flexibility in the planning, procurement andl si^affing. But 
lack of effective control over the contractor may result in the operation 
of the enterprise against the public interest and state policy- More 
over, the contractor lacks the incentive and loyal y dut > to a tad 
remuneration payable to him. In this system the element of com 

petition is absent and, therefore, maximum efficiency and economy 

cannot be obtained. Moreover, contractor employees are ptud at a 
much higher rate than direct government employees engaged 
similar activities. 

Operating contract is a suitable form in the traditionary 
period. In order to avail of the foreign know-how H nd<i St an 
Machine Tools and the U.P. Cement Factory wen’entrusted to a 
Swedish and a British firm respectively m the imttal stages of th 
operation. The form has not been used very often as the Dasia 
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Control Boards organ isation known as ‘Control 

In India, a new °f e " a in public enterprises. The 

Boards’ has been evolved to manage^ert ^ Governments. 

Control Boards are set up by tn (he Rivcr Boards Act, 1956, 

Control Board, Ramganga Board Beas Control Board, 

rS® 3 & 

in "rru ^-ass ass 

of operations and great o\trupp g There is no uniform 

nominees have little power an 0 ■ • f (he Boar( j arc often 

SAAS4 JSSjat— —“ k '» tto “ 8h 

circulation of files. , 

A, stated b, the 0««1. CJ—JJ ‘SI»d 

should be such as to su^.crv y Thcre P s |, ou |d be no place on the 

gMJSJSSSSS. or interests, nor for display director-. 

Choice of the Form of Organisation 

Selection of an appropriate form of organisation is^ssen',^ for 

wmtmmm 
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1 . Report on the Efficient Conduct of State Enterprises, 1951. 
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management should be determined by the requirements of each case 
depending upon (a) nature and size of the undertaking, (6) its 
operational and financial requirements, (c) its importance in the 
economic life of the country, and (d) the need for parliamentary 
control. 

It is generally accepted that the departmental organisation is 
unsuitable for enterprises of an industrial or commercial nature. 
The choice, therefore, lies between the government company and 
the public corporation. Both enjoy autonomy and flexibility of 
operations, but public corporation is supposed to be more autono¬ 
mous than a government company. In India, the Industrial Policy 
Resolution 1956, envisaged that the management of public enter¬ 
prises will as a rule, be through the medium of public corporation. 
The Estimates Committee (1959-60) of Parliament and the Adminis¬ 
trative Reforms Commission also recommended that public enter¬ 
prises of industrial and commercial nature should be organised as 
public corporations. Similar was the view at the ECAFE Seminar 
on public enterprises held at Rangoon. But the Government has 
preferred the Government Company as can be seen from the following 
table : 

Distribution of Central Government Undertakings (1967-68) 

By Form of Organisation 


Nature of Enterprise 

Government 

Company 

Public 

Corporation 

Total 

Industrial and Manufacturing 

52 

— 

52 

Public Utility and Services 

5 

2 

7 

Promotional and Development 

8 

2 

10 

Commercial and Trading 

10 

1 

11 

Financial Institutions 

2 

1 

3 

Total : 

77 

6 

83 


Source : Report of the National Commission on Labour, 1969, p. 355. 

According to the government, the company form has been pre¬ 
ferred because it provides opportunity for attracting private and 
foreign investment and know-how. It also combines flexibility and 
autonomy essential for successful operation of a commercial enterprise 
with the parliamentary control through the special provisions of the 
Companies Act. Company form also enjoys legislative and adminis¬ 
trative convenience. Moreover, the executive arm of the government 
can retain control of the undertaking. 

According to Dr. Gorwala “the general principle regarding the 
choice of form is that where the nature of work of an authority is 
substantially commercial, a company is more suitable, otherwise a 
public corporation is desirable. The latter is essential where the 
undertaking is discharging, what is, in effect, an extension of the 
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functions of the government, 

state transport, broadcasting o entire indus try is in the public 

retains wide powers. 

The form of organisationvfc* ° f 
the particular undertaking According managem ent would be 

flexibility of operat'ons, the compa y t ^ neceauy t0 form statu- 
preferable. In some instances, d 1 various reasons, it would 

RsiXtHn the'undertakTngs as departmental organisations. 

In India, a num bero fP u bli c undertakmgs have been 

one industry resultmg m the togmenta >n ^ uniformity of opera- 
of work. There is need f° T c , Commission recommended that 
tions. The Administrative R . e * 0 ^^hl. akines in the public sector 

all the industrial and commercia^ undertaking^^ This would bl;ing 

should be combined into sector. jP am public enterprises 
JStaTfaSame field. It would also result in the economies of 

The Central Government did| allcTsTs'aJdihe 

as public corporation is no * , • a n industries. However, 

government does not have mo p y u management of 

holding companies have-been s . £ ki for example, the Steel 

certain central S^rjimen c g j ’ Mines Authority Limited 

Authority of India Limited (S A 1 L), tne ^oai iv (IA AL), the 

(CMAL), the International Airp etc Holding company 

State Trading Corporation of ^ ^fTa eic. Ho, 8 ^ ^ 

organisation offers benefits of centralised control.^ 

them from the nagging control of the Ministry. 

Administrative Problems in Public Enterprises 

1. Internal Autonomy : Th; relationship of a public enterprise 
with government departments and Ministries should be so defined 
that the enterprise enjoys autonomy of day-to-day management with¬ 
out evading responsibility to the Parliament. Political interference in 
the internal affairs of the undertaking and bureaucratic control restrict 


j A.D. Gorwala : Report on Efficient Conduct of Public Enterprises , 7957, p. 18. 
2 A.R..C. Study Team : Report on Public Sector Undertakings , 1967, p. 14. 
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initiative and flexibility so essential for the success of a business 
enterprise. Autonomy of management implies freedom from rigid 
rules and regulations in the matter of personnel, purchasing, account¬ 
ing, budgeting, financing and audit. The problem of autonomy is 
very serious as there is a tendency for regimented ministerial control 
that impairs the freedom and efficiency of public undertakings. 
Parliamentary and ministerial control should be confined to matters 
of broad policy and general guidelines. In India, public corporations 
and government companies have found it difficult to maintain their 
autonomy against power hungry civil servants and bureaucrats. The 
enterprises are often treated as limbs of the government with the 
consequent red-tape and bureaucracy. The need for autonomy was 
emphasised greately by the Estimates Committee and the ECAFE 
Seminar on Public Undertakings. 

2. Public Accountability : Public enterprises use public money 
and should, therefore, be accountable to the Parliament. Public 
control is essential also because public undertakings are set up to 
serve public interest and are managed by persons having no direct 
stake in them. Checks and balances are necessary to ensure that 
they arc conducted in accordance with the State Policy. Accounta- 
bility of public enterprises can be secured through the following 
measures : 

(a) Parliamentary Control: In a democratic set up, Parliament 
is the supreme guardian of public interest. It should therefore have 
the opportunity to discuss and evaluate the working of all public enter¬ 
prises in the country. Questions, debates, discussions on annual reports 
and examination by parliamentary committees (Pub ic Accounts 
Committee and Estimates Committee) are the main instruments ot 
parliamentary control and supervision over public = n, e r P ns ^ ^ acl ' 
of these methods has its merits and dements. The important 
consideration is to exercise parliamentary control wl, hout 
encroaching upon the autonomy of day-to-day management. Very 
often debates and discussions stretch to questions of operating 
management and control is secured at the cost of managerial auto¬ 
nomy The Krishna Menon Committee on Public Uindertdcmgs 
appointed by the Congress Party in Parliament in 1958 considered 
this problem. On its recommendat.ons, a joint committee of both 
houses of Parliament, known as the ‘Select Committee on Public 
Undertakings’ was appointed in May, 1964. The Committeeensur , 
through constant watch and investigation, that public enterprises n 
the country are being managed in accordance with sound business 
principles and prudent commercial practices. 

(6) Ministerial Control : Every Ministry is respo nsible to the 
Parliament for the efficient conduct of its public enterpnses. A 
Minister is, therefore, given wide powere on the cnteipr.sw unaer 

his Ministry. He has the authority to nominate and remove director 
and senior officials of the undertaking, to call I[ 0T ,tissue 
existing and proposed schemes, to get periodical reporte, to issue^ 
directives, to sanction capital expenditure, to approve chang 
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to work according ary expertise and methods. They 

must be equipped with the neccs y P necessary knowledge 

Should not be staffedl by ™^*™ nomic efficiency, price policy, 
and experience. Problems , ic enterpris e as in a private 

labour relations are as importutuai con P fldcnce be , we cn the enterprise 
enterprise. There must b dircctors of a public enterprise must 

and the public. 1 he ooa “ functional head. It should 

be a policy-making body rath and public responsibility 

be so ^ tllU « d C ers of departmenU and Ministries should not be 
are ensured. Officers o, a P ^ may bc a , lowed t0 a , t cnd meet- 

appointed as directors recommended by the Administrative 

ings for liaison P urp ° se *- . d boa ^ having a few full-time function- 
Reforms.Comm.ssjw a ive^ment officials is desirable 

al executives and some *{" 8 . of ability and 

Members of the boardl should Ik chosen on me oa ^ 

experience ral {jJ r p lha V ld generally be appointed as director*, 

interference, M.Ps.should not ^ the board should 

The central gomnmenthas^as a rule, 0 ^^ rcpresentatives and there 

sh 0 ould n be a full-time Chairman-cum-Managing Director. The size 

mmmm 

government officials. 

4 Pricing Policy : Pricing in a public enterprise is more 
complex than in a private enterprise due to public interest and com 
Son from the private sector Pricing in the public sector aim at 
(a) generation of surplus for reinvestment, (by .° f f 
optimum level of operations, (c) consumer welfare, (d rccose.yof 
total costs, ( 2 ) rational allocation of resources, and (/) m.umg 
.competition from private business. 

1. United Nations (ECAFE) Rangoon Seminar : Some Problems in the 
^Organisation and Management of Public Enterprises, iJO*, p. i - • 
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Traditionally, public enterprises are expected to operate on ‘no- 
profit no loss basis’. As pointed out by Gorwala such a policy avoids 
the inflationary and deflationary trends and best serves the public- 
interest. But the constantly widening public sector requires that 
public enterprises should not only ‘pave their way' but also generate 
surplus to accelerate the pace of economic development in the 
country. State enterprises in India have contributed Rs. 287 crorcs 
in the 3rd Plan and about Rs. 2015 crores in the 4th Plan. According 
to the Administrative Reforms Commission, about 28% of expansion 
in the public sector has been financed through ploughing back of 
profits. However, all enterprises do not enjoy autonomy in pricing. 
The distribution and pricing of several products like fertilizers, drugs, 
and coal are regulated by the government. 


No hard and fast rules can be laid down for price determination* 
in public enterprises. But a planned price policy, through a centra! 
price fixing agency, is essential for fuller achievement of the objectives 
of public enterprises. The pricing policy in a public enterprise should 
be based on a number of considerations like nature of demand for 
products, purchasing power of consumers, state policy, optimunv 
size, etc. As recommended by various committees and commis¬ 
sions, shortage of capital reserves in an underdeveloped country 
like India requires that public enterprises earn sufficient profits for 
plans of economic development. Administrative Reforms Com¬ 
mission Study Team laid down the following criteria for pricing in 
the public sector : 

(a) Public enterprises must at least pave their way and not run 
into losses unless there are clear and over-riding reasons- 
of public interest as indicated in an open directive issued 
by the government, e.g., Night Service Scheme of Delhi* 
Transport Corporation. 

(b) Public utilities and services should lay more stress upon 
the achievement of optimum size than upon return on 
investment. The output should be extended to a level 
at which marginal cost equals price. This is likely to 
result into no profit no loss pricing. Enterprises estab¬ 
lished for promoting welfare schemes may even operate 
at loss, e.g. y State Bank's Rural Branch Development 
Scheme. 

(c) While determining the price structure commensurate with, 
the surpluses expected from them public enterprises should 
keep the level of output as near the rated capacity as- 
possible; subject to the volume of demand for the 

products. Discriminating or differential rate pricing may¬ 
be adopted where it is observed that well-to-do people 
should pay more than poor ones for the same product or 
service, e.g., levy sugar and free market sugar. 



Public enterprises of industrial and manufacturing type 
should, as an obligation, earn sufficient surplus so as to 
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. 9 , ubst antial contribution to capital, format,on m 

rhe country besides self-financing for expans,on. 

ln In dia different 

Steel' 6 R®d^®^’ 1 ^i”^^ n ^^ r «sr*n^Co^ora t tion < ^' t ice 1 on'tlw basis 3 of 
SrtSof-^^es ^imported 

SUBS,Locomot,- -dJindu,an r Steel o^r 

5 .-SSrSK 

not less than 11 to 12 per cent. 

GROWTH OF PUBLIC SECTOR in INDIA 

Resolution emphasized the p n jn , he pub i, c interest, 

promoting, assisting and regu!a g adoption 0 f the socialistic 

The 1956 Resolution stated tha^ the e £ P.^ that all industries 
pattern of society as the nation J ^ ^ , h g nalurc 0 f public utility 

sm^ceTshould be in the publicsector. 

»*•<* -* 

"“i* .956 5,’stssfss: 

= 

enterprise of the private sector. . 

The Directive Principle, ofSme .nS 

SKKX. mSeSTesourcev oTJh^^*" 

production to the common detriment. 

The Second Five Year Plan stated that “the 
td expand rapidly. It has not only to initiate development .which 
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the private sector is either unwilling or unable to undertake. It has to 
play the dominant role in shaping the entire pattern of investments in 
the economy whether it makes the investments directly or whether 
these are made by the private sector.” 

The Fourth Five Year Plan observed that “public sector is to 
take charge more and more of the commanding heights in the pro¬ 
duction and distribution of basic and consumer goods.” 

Thus the public sector has been developed in India for the 
achievement of planned and rapid economic development, for the 
establishment of basic and strategic industries in which <he invest¬ 
ment is highly capital intensive and risky, for reducing disparities in 
income, etc. According to the Bureau of Public Enterprise, the state 
enterprises in India are expected to achieve the following objectives : 

(/) to maximise the rate of economic growth and achieve the 
take off stage within a specified time; 

(//) to provide increased opportunities for gainful employment 
of people and thereby improve their living and working 
conditions; 

(///) to reduce inequalities in income and wealth and .thereby 
bring about in existence a socialistic society; 

(/v) to prevent private monopolies and concentration of 
economic power in the hands of few by dispersing the 
industrial activity over a wider area and in different sectors 
of the community; 

(v) to fill up serious gaps in economy partxularly in the field 
of heavy industries, chemicals and fertilisers, exploration 
and refining of oil, production of defence equipment and 
provision of much needed finance and technical know-how 
to industrial units; « - 

(v/) to bring about a planned dispersal of new industries in 
backward areas and thereby earn foreign exchange resources 
through exports of their products; 

(v/7) to bring about better relationship between the operating 
management and the staff.” 1 

Under the Five Year Plans an increasing proportion of 
the total investment has gone into the public sector. The share 
of public sector in the total Plan investment has been 46.4 per 
cent (1560 crores), 54.1 per cent (3650 crores), 65 per cent (75UU 
crores), 64.0 percent (15902 crores) and 69.0 per cent (37250 crores) 
under the first five Five Year Plans. At the time of independence 
public sector was confined to railways, posts and telegraph and a lew 
industries. But at present the public enterprises cover a wide 
spectrum of industrial and commercial activity including financing, 

1. Handbook of Information on Public Enterprises, 1969, p. 4. 


PUBLIC ENTERPRISES 

out the length and toadtt ofthe country a P emergence of the 

3S5S£pqp-£»H 

.our country can be had from the following table . 

Commercial & Industrial Enterprises of the Central Government 


1st April 

No. of Enterprises 

Total 

Investment 
(Rs. in crores) 

. 1951 

5 

29 

' 1956 

21 

81 

1961 

48 

953 

1966 

74 

2,415 

1969 

85 

3,902 

1974 

122 

6,237 

1975 

129 

7,261 

1976 

129 

• 8,973 

1977.. 

145 

11,097 

1978 

174 

13,389 

1979 

176 

'.15,602 


The public sector today constitutes such an important part of 
the Indian economy that the future of the country depends greatly 
on its efficient functioning. The Industrial classification ot Central 
Government enterprises shows that out of a total number ol 1 /b enter¬ 
prises, as many as 158 are industrial, 5 enterprises are engaged in trade 
and services, 2 are consultancy concerns, 7 are financial ana 4 carry 
on promotional and developmental activities. Th: gross value o e 
- assets of Central and State enterprises has increased trom Ks. o.o 
crores in 1947-4S to Rs. 15602 crores in 1979. The total employment 
in the public sector has increased - from 5.2 lakhs in 1956 to is./ 
lakhs in 1979. Unfortunately, the performance of the public 
sector has not been satisfactory. By 1972-73, about 10/ 0 ot the 
.total investment in public sector had been lost due to continuous 
losses. Since then there has, however, been a continuous improve¬ 
ment. The resources generated by the public sector during the 4th 
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Plan period amounted to Rs. 1,260 crores as against the target of 
Rs. 1,265 crores-99.6 per cent achievement. There has been marked 
improvement in the utilisation of capacity and capital investment, 
employment, exports and generation of resources. Some key indica¬ 
tors of performance of public sector since 1974-75 have been given 
in the following table : 

Five Year Profile of Public Enterprises 


Indicator ' 1974-75 1975-76 1976-77 1977-78 1978-79 


1. 

Investment 
(Rs. crores) 

7,261 

8,973 

11,097 

13,389 

15,602 

2. 

Turnover 
(Rs. crores) 

10,217 

11,688 

14,542 

18,028 

18,936. 

3. 

Gross Profit (Rs. 
crores) before 
interest and Tax 

559 

668 

1,054 

915 

1,076. 

4. 

Net Profits (Rs. 
crores) before tax 

312 

306 

476 

160 

193 

5. 

Net Profits (Rs. 
crores) after tax 

184 

129 

240 

-91 

-32 

6. 

Internal Resources 
Generated (Rs. 
crores) 580 . 

526 

719 

% 

708 

906. 

7. 

Return on Capital 
(%) Employed 8.4 

7.6 

9.7 

7.5 

7.6. 

8 . 

Return on Paid up 

Capital (%) 4.9 

2.9 

4.6 

Loss 

Loss. 

9. 

Employment 
(No. lakhs) 

14.08 

15.05 ’ 

15.75 

16.36 

18.71' 

10. 

Expenditure on 
Employees 
(Rs. crores) 
Source : Annual 

1,133 

Report 

1,441 

(1978-79) 

1,503 
of the 

N.A. 

Bureau 

N.A. 
of Public 


Enterprises. 


Public enterprises, in India have certain special features as 
stated below : (1) Most of the public enterprises are new and young 
being established after independence: (2) They tend to be of large 
size. Studies have shown that the top ten firms, in India are in the 
public, sector; (3) They have been set up for the achievement of 
specific objectives; (4) There is a fair amount of experimentation 
with the forms of their organisation and management; (5) They 
conform closely to government policies; (6) They operate side by* 
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- g—SSESfci) £s.^V^“a^n S 

been accounts for 90 per cent of the total capital 

■central sector wlu h sec(or xhe P unS atisfactory performance of 

rthe public sector in the country has been mainly due to the follow,ng 
factors : 

Problems & Short Coinings 

m p 00 r Project Planning : Lack of clear-cut objectives has 
paused laxity on the part of management of a public enterprise. 

Mistakes and flaws in the planning of a project cause long delays 

inflated costs Many projects in the public sector have not 
tefJSrf iSorS » P tim= sctadute. i Rrtnery was 

commissioned two years behind schedule, the Antibiotic Plant at 
Hardwar was delayed by one year and the Trombay Project by 3 
vears Undue time lag and high rate of idle capacity can be avoided 
ithrough detailed planning and proper feasibility studies. 

(ii) Over-Capitalisation : Due to inefficient financial planning, 
several public enterprises suffer from over-capitalisation. The ARC. 
-Study Team found that several undertakings like Hindustan Aero¬ 
nautics Heavy Engineering Corporation, Indian Drugs & Pharma- 
• ceuticals were over-capitalised. Absence of proper budgetary control 
results in ineffective utilisation of assets. 

(Hi) Excessive Overheads : Public enterprises spend heavy 
amounts in providing labour welfare amenities and developing indus¬ 
trial townships. It has been estimated that about 10% of the total 
project cost is incurred on social amenities. Hindustan Steel alone 
incurred an outlay of 78.2 crores on townships. These enterprises 
incur every year heavy expenditure on the maintenance of these 
.amenities. 


(iv) Faulty Production Planning : In the absence of definite 
,targets of production, and proper assessment of capacities, several 
undertakings suffer from under-utilisation of installed capacity. The 
average capacity utilisation in the three public sector steel plants 
• during the year 1976-77 was less than 65 per cent. Productivity and 
efficiency is low due to poor materials management and ineffective 
•inventory control. Public enterprises must define their growth aims 
■in a proper manner. 

(v) Overstaffing : Manpower planning is not efficient due to 
•which overstaffing has become a common feature of public enter¬ 
prises. Manpower needs are assessed on the basis of installed 
•capacity though several years are taken to utilise the capacity fully. 
Actual strength is often much in excess of that estimated in the 
project report. 

(v/) Lack of a Proper Price Policy : There is no clear-cut price 
I policy for different public enterprises. They are supposed to achieve 
warious socio-economic objectives and also generate revenues. No 



6.28 BUSINESS ORGANISATION AND MANAGEMENT 

guidelines have been laid down for pricing the products of public 
sector units. 

(v/7) Unsatisfactory Industrial Relations : In several public enter¬ 
prises relations between management and labour are far from 
cordial. There have been serious strikes and even law and order 
problems in enterprises, such as Heavy Electricals, Bhopal, and 
Durgapur Steel Plant. Morale of workers is often low and labour 
turnover is high. 

(v/7#) Inefficient Management : Managerial personnel in most 
of the public enterprises lack required knowledge, experience and : 
motivation. Methods of recruitment, training and compensation 
are outdated. Top management positions remain vacant for years. 
These enterprises depend continuously on civil servants deputed fronu 
government departments and Ministries. These persons deputed on 
ad hoc basis lack sense of responsibility and commitment to the ■ 
undertaking. Lack of efficient and professional management has 
been a major shortcoming of public enterprises in India. The Boards 
of Directors consist largely of civil servants and Government nomi¬ 
nees lacking incentive and competence for effective management of 
the enterprise. 

(ix) Lack of Coordination : There is little coordination among 
the different public enterprises in the matter of production, personnel, 
research, finance, etc. Various public enterprises are dependent upon 
one another as the output of one enterprise is the raw material of 
other enterprise. Common production programmes between them 
would help to avoid the shortage of essential inputs and reduce idle 
stocks. 


(x) Rigid Controls : In practice, public enterprises are subject 
to rigid bureaucratic and parliamentry control. Political interference 
in day-to-day management is quite common, with consequent loss ot 
initiative and flexibility of operations. In some cases, management; 
has misused its autonomy. 

Long gestation period, excessive centralisation of authority, poor 
imestment decisions, lack of research and development, over-depend¬ 
ence on foreign consultants for conducting feasibility studies, etc. 
have also contributed to the poor performance of public enterprises 
in the country. Public enterprises have played a critical role in trie- 
economic and social development of the country. They nave helped 
in meeting the shortage of essential commodities, in planned develop¬ 
ment, in rapid industrialisation, in national defence, in the conserva¬ 
tion of national resources, in controlling monopolies and concentra¬ 
tion of economic power, etc. . But they can play a still greater role 1 
these problems are solved quickly. 

All these problems and defects are being gradually removed' 
and the performance is improving steadily. Public sector has come: 
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• r»toi role in the economy of the country. It must 
to o ccu Py il a ,.P ,v ° l e i Private sector on the tests of efficiency and 
stand or fall like the P"va contribution t0 the nation’s prosperity, 

service. For a operate at maximum possible effi £iency 

public « lt «K?! s 1 SSrSn autonomous body namely, ‘The Public 
a period of time Snui'ng Education' has been set up to one up 
Sector Centre for t-onti e sector under takings in the country. The 

the performance of th p b and technical services to various 

Centre will JJrovid^ man g^.^ the Standing Conference on 

public entetp (SCOPE) is promoting the cause of public 

Public Enterprise, In recent years steps 

have^been taken to diversify production and expand exports of 
pubhc enterprises Resolution 0 f 23rd December, 1977 envi- 

The vnandina role for the public sector in the country. It also 
saged an expanding will take all possible steps to ensure 

people s faith in P thc public sector undertakings. The 

systems of manageme * . ficd J peoplc ' s sec tor and not as no 
pubhc lote sector constitutes a substantial segment of 

body s sector . r country and its contribution in terms 

industrial activity mthe for further growth 

of generating ? lo U e improved. The government have decided 
of launch a drive to revive the efficiency of public sector undertakings. 

5 « ns? * 

fan urgent need for a greater delegation of power, greater autonomy 
in day-to-day operations, recruitment and training of ProfcKional 
managers better incentives for managerial personnel and proper 
appraisal of managerial performance in the public sector. 
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QUESTIONS 

1. What is a public enterprise? Discuss the characteristics of public 

enterprises. (Delhi, 1966, 1971; Indore, 1969; Raipur, 1971) 

2. Discuss the rationale of public enterprises in an under-developed country 

like India. U>elh\, 1970 ) 

3. What are the different forms of organisation adopted by the public 
enterprises in our country ? Briefly indicate their merits and demerits. 

( Punjab, 1973; Nagpur, 1964; Delhi, 1973; 75, 76) . 

4. What is a public corporation ? Discuss its essential features as a form 

of state enterprises. ( Vikram, 1964; Jiwaji, 1968; Delhi, 1978) 

5. What do you understand by joint enterprises? Discuss their merits and 
demerits. 

6. Discuss the reasons for the recent tendency on the part of the govern¬ 
ment to organise state industrial undertakings as limited companies. 

( Calcutta, 1965; Delhi, 1971) 

7. What are the shortcomings of public enterprises in India ? Suggest 
precise measures for the improvement of efficiency in the public sector. 

(Nagpur, 1962; Delhi, 1966) 

8. “A proper balance between autonomy of a public enterprise and public 
control over it is essential.** Explain. 

9. Discuss the rationale and magnitude of public enterprise in India. 

(Delhi, 1980) 

10. Explain the rationale of public enterprises. How are they organised ? 
Discuss merits and demerits of any one form of organising public 
enterprises. (Ditto, 1979) 


22 

Small Business 


definition of small business 

^ ‘email business’ has been defined in different ways in 

The term small busiiless of America, the census 

.different countries Ini thei U > Sl f all busines s defines 

b % 

other hand, tne Kecoi . • : n tbe sa \ e of Government s 

ferential treatmen the small plant as one employing less than 

surplus property defines the smal^pmi^ ^ Credit Insurance Law, 

H d th fi a n n 1 2 3 4 S i£ 

wa.'Sr, 

motive power in any operation or 20 workers in any esiabhshment 
or unTt usinTsuch power/'"- Accord,ng to Prof. Kaplan, the div.d- 

the United Nations uses the term small scale to refer to hrms nor 

using mechanical power, employing twenty or fewer persons 

In India, the term ‘small business' has been defined differently 
from time to time. The Fiscal Commission slated in its report 
that “a small scale industry is one which is operated mainly with 
hired labour usually 10 to 50 hands." 5 The Industries (Development 
and Regulation) Act. 1951 stated that all those units which employ 
50 persons when using power and !0° when not using P®"®, 
with capital assets not exceeding Rs. 5 lakhs were to be cons.dered 

1. The Economic Commission for Asia and the Far East. 

2. Working Party on Industry and Trade, p. 4; E.C.A.F.E., 1959. 

3. A.D.H. Kaplan : Small Business, its Place and Problems, p. 10. 

4. E.E. Hagen : Handbook for Industry Studies, p. 79. 

5. Report of the Fiscal Commission (1949-50), Vol. I, P- 101. 
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as small scale units. In 1966, the Act was amended to define small 
businesses as undertakings with a fixed capital investment of 
Rs. 7.5 lakhs and ancillary units with a fixed capital investment of 
less than 10 lakhs irrespective of the number of persons employed. 

In 1974, these limits were raised to Rs. 10 lakhs and Rs. 15 lakhs 
respectively. At present, small scale industries are defined as 
“industrial undertakings in which total capital investment in plant 
and machinery does not exceed Rs. 15 lakhs when such undertakings 
are ancillaries to large scale industry and Rs. 10 lakhs in other cases,, 
irrespective of the number of people employed.” 

Meaning of Small Business 

The term ‘small scale industries’ is often equated with village* 
and cottage industries. However, the two terms differ from each 
other. A cottage industry is an industry in which a worker works* 
in his own home with the aid of his family members and uses, 
mannual methods of production to supply local needs. The term.- 
‘small scale industry’ includes village and cottage industries as well, 
as handicrafts. Small scale industries differ from cottage industries- 
in the following ways : 

1. Economic Structure : In case of a cottage industry the work 
is done by the artisan and the members of his family and hired 
labour is generally not employed. In a small scale industry hired 
labour is employed to a limited extent. In the former case, it is- 
self-employment while in a latter case it is employment for a wage. 

2. Technique : In a cottage industry production is done with 
simple tools and without any power. The concept of cottage 
industry is based on the predominant use of mannual processes. 
Power and mechanical equipment are employed in a small scale 
industry. 

3. Location : Cottage industries are generally combined with*, 
agriculture and are generally located in rural areas while small scale- 
industries generally provide wholetime employment and are located 
in urban or semi-urban areas. In a cottage industry, the artisan* 
normally works at his residence and for his own benefit while in a 
small scale industry, the work may be organised by the capitalist at 
a separate place. 

4. Extent of ihe Market: Cottage and village industries 
usually cater to local demand though sometimes their products are 
exported. Small scale industries produce goods for a wider market 
throughout the country and abroad. 

Thus cottage industries are smaller in size, more rural m» 
location and relatively more dependent on family labour than small, 
scale industries. However, the distinction is lar g el yJ he ^ e o tlca ^ r S : 
in practice, no clear cut line can be drawn between the two 
instance, a person using one or two 

as a cottage industry even though he employs a thoroughly mecha 
nised process for the manufacture of cloth. Simply stated, a small 
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through*® simple organisation. 

Characteristics ° f ^'^‘"ev'eals the following features of small 
The above description 

business : employs a limited number of employees 

A small scale “nit emp he y empi0yer and (hc emp i 0 yees is 

asrss- 

a U -:rr: ofTmall business is its personal 
2. The with 5 the predominantly impersonal character 

character in c .°"" ast The h sm all business is typically the business of a 
of large business. ™ firm . The capita i and labour are 

sole proprietor °ra P who also act as its managers. In the 

supplied largely by the owner of organisati on is a well-recognised 
words of Kapla husiness y The simplicity of organisation that 
criterion for small js reflectcd in the identity of ownership 

marks an enterprise a f , 4 lakh sma n scale units in India 

and management. A cere us small scale units were 

held in 1972 ce mwere partnership concerns, 10.3 

^i e ce P n r « 0P we e re 0 hmited companies, and 0.7 per cent were industrial 

cooperatives.* ^ business un^ts^nvohje relatively J-cjgfl •«£ 

ment. Howe 'j er -^ ap '' With an increase in the prices of capital 
JJSMS ,„d b“iing S . plan, and machine. «=. m—™™ 
in fixed assets goes up. 

4 . A small scale uni, ESSO'S 
MTiuaUurnovCT and^lncome of a small scale unit are comparatively 

l0W ' 5 Small business units are engaged in the manufacture of 
mainly consumer goods *.*. rice, oil, cotton ginning, tailors, etc. 

6 The term ‘small scale unit’ differs from the term small 
scale industry'. In a small scale industry all the units are small in 
size while there may be small scale units in a large indust y 

In fact small scale is a relative term varying with the time and 
objective?# defining it. That is why the term has been defined 
differently by different countries. Even m the same country, 
definition has varied from one time to another. For instance, th 

1. A.D.H. Kaplan : op. cit , pp. 17-21. 

2. Report on the Census of Small Scale Industries in India, Vol.I, Government 
of India, 1976. 
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number of employees was the basis of definition in India until 1966. 
Since then the amount of capital investment serves as the basis of 
defining small business. The limit of capital investment has been 
raised from time to time owing to increase in the costs of fixed 
assets. 

Need and Significance of Small Business 

Small industries are small in name only but play a gigantic role 
in the economic and social development of a country. They occupy 
a prominent place in the economy of a developing country like India. 
India has adopted the ideal of a socialistic pattern of society. With 
full employment and equitable distribution of income and wealth as 
its dominant goals, small scale industries are helpful in the achieve¬ 
ment of these goals in the following ways : 

1. Employment : The main objective of India's economic 
policy is to provide employment to all able-bodied persons in the 

• country. Small scale industries use labour-intensive techniques of 
production and, therefore, provide employment to a large number of 
people. For each worker employed in large scale industries about 
three workers are engaged in small scale industries. Next to agri- 

• culture, small industries constitute the most extensive occupation of 
people in India. The volume of employment provided by small scale 
and cottage industries in India is estimated to have increased from 
11 lakhs in 1950-56 to 15 lakhs in 1978-79. 1 Therefore “the healthy 

• development of small scale industries would be an QlTectivc approach 
to the pressing problem of unemployment and would provide a strong 
base for stable growth of a large sector of the Indian economy.' 2 

2. Balanced Regional Development : The small scale industries 
permit decentralised development and serve as a means of rural 
industrialisation. Decentralised development contributes to the 
process of self-sustained growth and presents migration of people to 

• congested urban areas. In this way. small scale industries help in 
removing regional imbalances in development. 

3. Use of Local Resources : Small scale units facilitate an 
•effective mobilisation and proper utilisation of local resources of 

• capital and skill which might otherwise remain unutilised. The 
latent resource of entrepreneurship can be tapped fully through small 
scale industries. In this way, small units help in increasing the rate 
of capital formation in the country. 

4. Equitable Distribution : Small scale units help in reducing 
the concentration of economic power in the country. This is so 
because the income generated by these units is distributed more 
widely in the community. “The small scale and cottage industries 
with proper safeguards, result in a large and widely distributed .shy¬ 
ing of the productive function and, therefore, a more equitable 

1. Statistical Abstract of India, p. 49. 

2. Report of the International Planning Team on Small Industries in India 

(1955), p. 1. V: •' 
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• of the oroduce of industry (i.e. national wealth) besides 
distribut'on of the pro i n dia’» economy”. 1 A system of widely 
pI i ymg H a husb.ess ownership provides a firm base for a system of 
Sialism and political economy. 

, . Way of Life : Small scale units offer opportu- 

. * eonfe 1 with small means but with initiative and skill to set up 
mt y to peop e w conduct jt with a | arge degree of independence. 

,h u' r to increase the per capita income and consumption of 

people through self-employment. 

a Optimisation of Capital : Small scale units require less 
■J• C er unit of output and. therefore, more output can be 
capital per u. amount of capital investment. Small scale 

° b, r n .hus enable best possible utilisation of scarce capital resources. 

” 7 Foreign Exchange : Small scale industries help in reducing 

' .he country’s balance of payments in two ways. On the 

pressure on th ^ y^ involve large i mpor ts of sophisticated 

^hinerv and, on the other hand, their exports earn precious foreign 
I,™? The exports of small scale industries increased from 
R X , Ch 637 crores in 1975-76 to Rs. 875 crores in 1976-77. The share 
^ total exports increased from 15.9 per cent to 17.5 per cent dunng 

the same period. 

The importance of small business in a predominantly agricultu- 
■ *„ trv like India can hardly be over-emphasized. They result 
in the diffusion of economic power and enable people to participate 
actively in the process of economic development. These industries 
nrovide alternative occupation and permit economic development 
on democratic lines. Small business represents the very essence of 
free enterprise and a competitive economy. 


Scope for Small Business 

The term ‘small business* is very wide covering business 
activities of a diverse nature. Small business units are found 
virtually in every field of economic activity. However, the main 
areas of their operation are as follows : 

1. Manufacturing : Small scale firms arc engaged in assem¬ 
bling and processing various types of products. “The range of products 
turned out by the small industry sector is, therefore, veiy wide; from 
the precision electronic and optical instruments turned out in Japan 
to basket-making or mat-weaving done in relatively less developed 
regions.” 2 But most of the small industrial units produce light 

. consumer products like soaps, cosmetics, stationery, locks, hosiery, 

• etc. 

2. Wholesale Trade : Small scale units are common in the 
J wholesale distribution of consumer goods of daily use. Such units 

It V.K.R.V. Rao : “Small Scale and Cottage Industries" in P.C. Jain's- 
Industrial Problems in India, p. 107. 

2. Ram K. Vepa : Small Imlustrv in the Seventies, p. 6. • 


are found in the wholesale trade in textiles, bakery products, toilet 
-preparations, etc. 

3. Retail Trade : Retailing is largely dominated by small 
business Small retail stores are found in every residential area and 
shopping centre. These stores provide necessities for daily use. 

4 Services : Small scale units are best suited for the provison 
nf serv i C es a specialised and personal nature. Doctors lawyers, char- 

JnT l indil?du b a' a attemion°a r re very imponant'whkh’are not possible 
and ,nai ™ _ small firms can also maintain close rapport 

withUieir employees which helps in maintaining sound industrial 
i.Vnns The identity of ownership and management serves to 
^ rh the misuse of wealth and power, for misconduct and mistakes 
dfreX on one’s property and income. There is maximum 
^«i h r e incentWe to put the capital to its most advantageous use 
because the reS g P ains accrue directly to the owner. 

Management Problems of Small Business 

The managerial skills required for the management of a small 

SSTE r qSes%? “d 

the degree of specialisatio hardly any specialised staff. 

sr 

Owners themselves act as ma 8 coordinate and control the 

'orhjiSSiit ,hrouBh p " so “‘ 

supervision. . , . 

However, rfch .,pe of •— 

the firm begins to grow. efficiency the diverse activities of the 
impossible to manage with q enterprises who have managed to 
enterprise. “Even among smal «J“^ s ^ I ^thin the compass 
succeed by their w.ts^wh.le ^ n bu«ne» v^re ^ come t0 Ught 

of one-man control, weaknesses » stature that required 

and proved crucial ^ en de , ^ rl “l o^ani^n and discipline.- 
some recognition of man control, it becomes necessary 

As the business grows beyond °" e m X S ca"e firms cannot afford to 

t0 employ expert managers. SmaU scale nrm ^ ^ ^ iack 

train and develop specials the bieaest hurdle in the development 
of Skilled personnel hasi been the£»8 must be made by the 

fort?, training and d.v.lopni.nt of 

1. A.D.H. Kaplan, op. cit., p. 104 - 


6.37 


-SMALL BUSINESS 

for small scale industries. In India, the Govern- 
skill fhaTse n t a u e p r seve«rinstitutes for this purpose which are descri¬ 
bed later in this chapter rtofthe economy, small scale 

&££ fi Sm »“* ■» d ' iCTibed below ; 

Skomi, of 

requisite quality « "sasonat)i P materials and sel , them at very 
been set up to secure scarce shortage of power due to which 

high rates. Small units I • „ J plan , capacity. Most of 

own power eencrat,ne sets to ensur 

a=s £ 

4 Lack of Trained Personnel : There is shortage of skilled 

lack sufficient knowledge and training. 

5 Incompetent Management : Small scale units are generally 
managed by thf owner who is not competent 

efficiently the functions of production, marketing, financ , . 

There is lack of proper division of work and the benefits of 
• specialisation are not available. 

6 Inadequate Marketing Facilities : Marketing and distribution 
is a major problem of small business. Most of 'h e smaU scale units 
do not have their own marketing organisation The y of e " 

to sell their products at throwaway prices due to weak bargaining 

power and non-standardised quality of products. The Government 
has withdrawn even the 10 per cent price support which was hither- 
“to available to these units. 

7. Competition from the Organised Sector : Small scale units 
have to face severe competition from large scale industry, l ney 
Jack the resources and the capacity to have easy access to the 
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government and the public sector. They have to suffer when there 
is a recession in large scale industries which buy their products as. 
raw materials. 

According to the Ford Foundation Team “the basic causes 
of present deficiencies in small industry are methods of management 
and production which fall far short of meeting modern demands of 
efficiency, plus reluctance or failure to adopt improved rationalised 
methods.” 1 In fact, small scale industries face difficulties at every 
stage of their operation* whether it is buying of raw materials,, 
manufacture of products or marketing of goods. 

GOVERNMENT S POLICY TOWARDS SMALL BUSINESS 
Need for a National Policy 

The need for a national policy on small scale industries*, 
particularly in a developing country like India, arises due to the- 
following reasons : 

1. Small scale industries operate generally at the local or state 
level. Different local bodies and state governments have framed 
varying rules and regulations for the small scale units under their 
respective jurisdiction. There is a need to coordinate these efforts so- 
as to frame a uniform and consistent set of guidelines for the small 
scale industries located in different parts of the country. 

2. India is wedded to a socialistic pattern of society. Small 
business serves to create a more equitable distribution of income and 
wealth among the people. By reducing monopolies and concentration 
of economic power, small scale units help in the establishment of a 
just and fair social order in the country. 

3. Full employment is a fundamental goal of our economic 
policy. Small scale industries generally use labour intensive methods 
of production. They provide employment to a large number of 
people thereby helping to solve the chronic problems of unemploy¬ 
ment and under-employment. 

4. A major cause of backwardness of developing countries is- 
the under-utilisation and mis-utilisation of national resources. 
Development of small scale industries is a means of securing the 
optimum utilisation of local resources and skills. 

5. Systematic development of small business helps to achieve 
a balanced- development of different parts of the country. Such a 
decentralised development is conducive to political democracy and 
independence. 

6. The root of India’s slow progress lies in the backwardness 

of her villages. Small scale industries are an important means ot 
rural development. r 

Y 4, Report of the International Planning Team on Small industries .in Miff 

: .V9S5). p.l. « v:? . r *: !l *■>*■> 
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t v^nctrips face several problems. There is need. • 

7. Small scale indust > e ^ P sector and sma u scale 
to create a coordination bet' » S as complementary t0 each other 

sector so that the two may P a $ the rale 0 f development and 
Competit' 00 betwee " l s h A national policy is necessary to solve the 
28. -SlJfSind^sSnd^o create cooperation between 

afferent sectors of the economy. 

PoUcy Guidelines Government of India has adopted 

Right since independence, development of small scale 

a policy of ^^'^vefnmen^convened an ‘industries Conference 
industries. The uo artmenta i Committees to advise the 

in 1947 and formed Dep , icies for lhe rehabilitation and devc- 
Government in (ormni ‘ - £ he Induslr ia! Policy Resolution of 6th 

lopment of these ind “healthy expansion of cottage and 

April. 1948 observed that the h^ of factors like the 

small scale r '^ U * a erials cheap labour, technical advice, organised 
provision of raw m t > an P where necessary, safeguards against 

marke,,ng nmn -tU on of large scale manufacturers as well as on the 

LEioVof workers in the'use of best available techniques. 

, ,049 the State Aid to Industries Acts Rules were amended 

* n u’Qtotp Governments to participate effectively in the 
to enable the State industries by granting loans, land, 

sound deve opnu Constitution, adopted on the 26th January, 

sixssxr <* '«■*« of 

Governments in this regard. 

Th „ r: rS f five Year Plan made a provision of Rs. 4. crores fot 
4 TK , of small scale industries. In order to protect small 

the development of s ll_tr. e _ ^ (hc competition 0 f large scale 

scale , an c d , hp *f a B n sugoested ‘common production programmes like 
industries the P^nsug^t .., non . expansion of the 

( 0 la P rge milS 070 imposition of a cess or excise duty 

CaP fhf nroduen of Ke scale mills; (fr) arrangement for the supply 
on the products oi s and , . coorc i m ation for research, 

of raw “f^L^e ind o^rate improved tools and techniques 

“21 and produce quality products. In 1954 the International 
of production an P Foundat j 0 n made several recommenda- 

? ani Z the^development of small scale industries in India. Tne 

measures m ihi>re g mi ^ , aid ete at stress upon the rolt of 

small scale industries in the production of consumer goods and in 
small scdie m y he pi an suggested that production and 

marketing in these industries should be organised on cooperative 
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lines. The Industrial Policy Resolution of 30th April , 1956 visualised 
small scale and cottage industries as a means of ensuring a more 
equitable distribution of national income. The Plan emphasized the 
importance of these industries in providing immediate employment 
on a large scale, in ensuring a more equitable distribution of income, 
and in the mobilisation of resources of capital and skill which might 
otherwise remain under-utilised. The Plan sought to improve the 
competitive strength of small scale producer so that the decentralised 
sector becomes self-supporting and is integrated with the large scale 
industry. 

In the Third Five Year Plan , the main objectives of programmes 
for small scale industries were : (i) to improve products and reduce 
costs of production through improvement of skills and techniques and 
equipment; (//) to reduce progressively the role of subsidies, sales, 
rebates and sheltered markets; (/'//) to promote growth of industries 
in small towns and rural areas; (iv) to promote development of small 
industries as ancillary to large units; and (v) to organise artisans and 
craftsmen on cooperative lines. 

The Fourth Five Year Plan laid down the following objectives : 

(а) to secure fuller utilisation of the capacity of small scale industries; 

(б) to obtain intensive development of ancillaries and industrial 
cooperatives; (c) to improve the production techniques and product 
quality of small scale units; (d) to promote agro based industries. 

Under the Fifth Five Year Plan programmes relating to small 
scale industries sought : (0 to secure fuller utilisation of resources 
invested in small scale industries; (//) to improve progressively the 
production techniques of the^e industries so as to bring them to 
available level, and (Hi) to promote these industries in selected growth 
centres in semi-urban and rural areas. 

The Industrial Policy Resolution of 23rd December , 1977 placed 
maximum emphasis on the development of small scale industries. 
The Resolution stated “the main thrust of the new industrial policy 
will be on effective promotion of cottage and small industries widely 
dispersed in rural areas and small towns. It is the policy of the 
Government that whatever can be produced by small and cottage 
industries must only be so produced." The Policy Statement divided 
the small sector into three categories : 

(/) Cottage and household industries which provide self-employ¬ 
ment on a wide scale; 

(ii) Tiny Sector comprising of industrial units with an invest¬ 
ment of upto Rs. 1 lakh in machinery and equipment and situated in 
towns with a population of less than 50,000 as per the 1971 census; 
and 

(ill) Small scale industries including industrial units with an 
investment of upto Rs. 15 lakl s in case of ancillaries and with an 
investment of upto Rs. 10 lakhs in other cases. 
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The £TeacS 'category 1 * 0 '^l^^al ^ssi stanc^will befprovided to 
?fn a y SU s r e e ctor and the cottage and household tndustnes. 

MeSSU ;: Government of Indm ^JeasuS 

a malI Pr £enlarge scale Indies! 
These measures include the followings : 

(/) Reservation of Items : V «» 

items ** nintion V f 1 9 56 'reserved S% ta£l£ «he small seU The 
Policy Rc ' 0,ut '°“; '^ rreas ed to 504 items under the Industrial Policy 
number has been inch ed ten ^ fur , her expanded . An annual 

Resolution, 1977. ™ e . b made l0 ensure economic.il work- 
review of the ^rved .terns .s to be ma^ industries is not to 

ing in them. J„ h * of the handloom sector 

ViS^ Ac, it ,o be amended 

a new scheme of Polyster Khadi. 

m /*»*» °f ^% ao Sr3e to iS “ “,b" 

from the competition of large scale industries. 

Promotional Measures In addition several have been 

taken to promote the development of small sector, 
promotional measures are as follows . . 

,n 

:^^se£Seot.sss*. — - 

a bulk basis. 

(/f) Higher Investment : Increasing sum 
earmarked under the successive provided 

R^^crores ancT Rs S 187 crores respectively. ^'^^s^oi^crores 
Rs. 251.01 crores under the Third Plan and to Rs. 2 1 -OJ,^ Jj s 

SuKmS. A Xhe , Sp.an document ^ provided 
a record sum of Rs. 1,410 crores for the development of small scale 
industries. 
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(iii) Financial Assistance : The Government of India provides 
financial assistance to small scale industries in the form of (a) outright 
free grants, ( b ) subsidies, (c) tax benefits, (d) interest free loans or 
loans at subsidised rates of interest, and (e) credit guarantee. National 
Small Industries Corporation and public financial institutions also 
provide financial assistance to such industries. 

The Government proposes to set up a Small Industries Develop¬ 
ment Bank for the benefit of small sector. 

(iv) Training and Research : The Government of India has set up 
several institutes to provide technical and managerial training to the 
personnel of small sector and to conduct research on production and 
marketing techniques. The Small Scale Industry Development Orga¬ 
nisation (SSIDO) set up in Delhi provides training to the technical 
and managerial personnel of small scale industries. It has established 
small industries service institutes and 58 Extension Centres to provide 
common service and tool room facilities in workshops attached to- 
these institutes. The NSIC operates two Prototype Production and 
Training Centres to provide training to the personnel employed in 
small scale industries. The Small Scale Industries Board 
(SSIB) set up in 1954 and other boards like the Coir Board, Central 
Silk Board, All India Handicrafts Board (1952) also provide training 
and research facilities to small scale industries. The National 
Productivity Council organises special programmes for personnel 
employed in small sector. Directorates of Cottage and Small Scale 
Industries in different States provide technical assistance and promo¬ 
tional services to small scale industries. 

(v) Marketing Services : The NSIC assists small scale units in. 
securing and supplying government orders. It also assits them in 
exporting their products. It tries to secure a complementary role 
between large scale industry and small scale industries so as to 
enable the latter to manufacture common marketing facilities for the 
products of small scale industry. The Export Credit and Guarantee 
Corporation set up in 1964 performs the following functions ta 
promote the exports of small scale industries : (a) identification of 
the export-worthiness of units in the small scale sector, ( b) locating 
foreign buyers, (c) disseminating information regarding export for the 
benefit of small scale industries, (d) assisting in the procurement of 
raw materials, finance, machinery, etc. required for the production of 
export goods, (e) helping in the preparation of export literature and 
documents, and (/) rendering expert consultancy services. 

The Government gives preference to small scale units for its 
purchases. Until recently a price preference of 10 per cent was 
given to these units. Special sales promotion programmes are orga¬ 
nised from time to time to stimulate sales and exports of small sector. 
There is need to develop marketing cooperatives for this purpose. 
Special marketing facilities like product standardisation, quality 
control, marketing surveys, etc. are to be provided. 
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< v n Socio-economic Overhead, : The Government provides socio- 

( heads like industrial estates, housing colonies, mfor- 

economic overh cooperatives for the benefit of small scale 

n, fo,rie a s d The Government has set up more than 585 industrial 
industries, ir' sma „ industr i a l units in more congenial 

estates to a =f° varioU s facilities like water, transport, electricity, 
atmosphere wh , con cessions and incentives are provided to 

M». than 9,500 tnt.ll tele 

units are located in these estates. 

Appraisal of Government Policy 

The Government Policy has been criticised on ‘he ground that 
mere extension of the list of reserved items from 180 to 504 cannot 
entire the development of small scale industries. The list itself is 
neeentive as it has been inflated artificially. For instance brushes 
■ <J ecC PjV .. . i tems under the heads of ‘brushes of all types , 

St^uslies’ Tooth brushes’, ‘wire brushes, and, ‘fibre brushes’. 
Moreover the scheme of ‘District Industries Centre introduced by 
!he Policy Resolution of 1977 has come under severe criticism. 
District Industries Centres have been set up to serve as the focal point 
of development for small scale and cottage industries and to provide 
?nte7ra?ed services to these industries at the district level. Upto 
1st January 1979, district industries centres have been set up in -46 
out of 405^'districts. These centres have benefited 35.758 small scale 
un ts However, these centres suffer from financial techn.ca and 
managerial problems. There is lack of proper cord.nation between 
t^eTndustrics Departments of State Governments and these centres. 

In sDite of these weaknesses, the Governments' new Industrial 
Policv has given a new thrust to the development of small scale 
industries In different industries, the small sector faces different types 
of problems So far the measures designed to develop this sector 
treated all small scale industries on the same footing. For the first 
time, the sector has been divided into three categories so 'hat mea- 
sures suitable to each category can be designed. Moreowi, the 
•Government is highly concerned about the development of small 
scale industries as is evident from the innumerable measures it has 
taken and proposes to undertake for the benefit of small scale units. 
The Industrial Policy Resolution of 23rd July, 1980 statas that in 
order to boost the development of small scale industries and to 
ensure their rapid growth, government have decided : (-> to "'crease 
the limit of investment in the case of tiny units from Rs. 1 lakh to 
Rs 2 lakh; (i«) to increase the limit of investment in the case of 
small scale units from Rs. 10 lakhs to Rs. 20 lakhs; and (.//) to increase 
the limit of investment in the case of ancillarics from Rs. 15 lakns 
to Rs. 25 lakhs.” 

The Resolution further states that the ‘‘Government proposes 
- to strengthen the existing arrangements and make such changes as 
-may be necessary to facilitate the availability of credit to the growing 
Limits in the small scale sector.” 


6.44 

Ram K. Vepa 
A.D.H. Kaplan 
Joseph Steindal 
R.R. Khan 
Government of India 

Government of India 


BUSINESS ORGANISATION AND MANAGEMENT 

MAIN REFERENCES 

Small Industry in the Seventies. 

Small Business : Its Place and Problems. 

Small and Big Business. 

Management of Small Scale Industries. 

Report on the Census of Small Scale Industries,. 
1972. 

Report of the International Planning Team on 
Small Industries, 1955. 


UNIVERSITY QUESTIONS 

1. Define small business and describe its characteristics. 

2. What do you understand by ‘small business* ? Explain the role of small 
scale industries in the Indian economy. 

3. Describe briefly the management problems of small scale units in India. 

4. Differentiate between small scale industries and cottage industries.. 
What is the scope of small business ? 

5. Critically examine the Government policy towards small business in* 
India. 
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Nature and Scope of Management 


-- together in a group to achieve common 

Wherever P eo P 1 f™^' m °n monevand materials is necessary. 

objectives coordmatmn ^ ^ f efforts between the 

There must be unity otP P absence of a central directing and 

members of the ^eriv working of the group is not possible, 
controlling agency,'^nation is necessary if the group is not to 

Leadership aud /mordinatiorje^ achievl * g n0 , h ing. The element 

Eh e p a rovi2s leadership and coordination is known as manage- 
ment. 

^^Manlwmem talbeen defined differently by different writers 

Management ent jnvo , ves getting things done through 

S 'u P y nrf 3 * 6 manager Is one who accomplishes objectives by directing 
^ efforts of o^er People. In fact, the term management can be 
interpreted in three different senses . 

Management as a Team 

mm 

ISIS™ 

WfSt.il; mSeTn. consisting of ,h. bo.td 

ense management is a class of persons who exerc.se leadership and 
coordinate the efforts of people in an organisation. Sociologists view 

management as a distinct class or elite with a status system. The 
managerial class has become a vetypowerfu 1 group msocie^ with 
the growth of the corporate sector. Managers are those who possess 

1. Peter F. Drucker : The Practice of Management, p. 17. 



1.6 


BUSINESS ORGANISATION AND MANAGEMENT 


skills in getting work from people. Any person who performs the 
functions of management is a manager. For example, the statement 
that the management of X Company is very efficient refers to the 
managers of that Company. Because of the immense importance of 
the managerial job, managers constitute a distinct and leading group 
in modern society. A manager is one who gets things done by work¬ 
ing with people in organised groups and who coordinates the activities 
of others instead of performing the task himself. According to 
Wheeler, “business management is human activity which directs and 
controls the organisation and operation of a business enterprise. 
Management is centred in the administrators or managers of the firm 
who integrate men, material and money into an effective operating 
unit.” 1 They are the key officials of an enterprise. The term manager 
includes all executives right from the chief executive down to the 
first time supervisor. Manager is also known as an executive and 
all managers in an organisation are collectively known as the manage¬ 
ment team. 

Management as a Discipline 

As a separate field of study, management is a body of know¬ 
ledge and practice. It is comparatively a new subject of learning a nd 
is being taught formally in colleges, universities and institution s . 
Several specialised courses have been developed in different areas of 
management. Management is now a much sought after career. It is, 
therefore, n ot correct to s ay that managers are born rather than made. 
It is a growj n&^djscigJnTrwiYhin^thc fietcT' of Social Sciences. It is 
a n interdisciplinary subject that proxides careers in production, 
marketing, finance, personnel, etc. It is an intellectually challenging 
occupation. Economists consider management as an economic 
resource just like land, labour and capital. However, management 
is a special factor of production as it coordinates other factors of 
production. The m anager’s job is to co mbine and utilise human 
and technical resources of men. money, machines and - materials for 
the achievement of common objectives. This concept of management 
views it as a provision and it developed after the Managerial Revolu¬ 
tion of 1940s. 

Management as a Process 

The best interpretation of management or managing is in terms 
of what managers do. As a proce ss, management is a series of 
s everal inter-related ancf in terdep endent fu nclions T that leq d to the 
accomplishment oTobjecuves. Irls'a rational, dynamic, continuous 
and intellectual process common to all organisations. In the words 
of McFarland, management is “the process by which managers 
create, direct, maintain and operate purposive organisations through 
systematic, coordinated, cooperative human effort.” 2 According to 
James Undy, “ management is what management does. It is the tas k 
of plann ing, executing and controlling. M ana geme n t is the force that 

1. B.O. Wheeler : Business—An Introductory Analysis , p. 200. 

2. Dalton E. McFarland : Management Principles and Practices , 1970, p. 5, 
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integratMgeogteMi ^p h ^ica^resources 

gSSiKi f «» CTS . ««, 0 , functions. 
The nrocess of management involves “the design or creation 

mint nrocess is concerned with relations,among people at work. It is, 
therefore “a social and technical process which utilises resources 
influences human action and facilitates change in order to accomplish 
10 o„;catinnM goals “ 2 A manager determines the goals of the 
organisation and creates an environment that is conducee to group 
action Management is accordingly the process of setting and 
accomplishing objectives by influencing human behaviour through an 
appropriate environment. A manager's task is to create an environ¬ 
ment wherein people are able to work together with economic and 
social satisfaction in the pursuit of a common goal. In the words of 
J L. Massie, “management is the process by which a cooperative 
group directs actions towards common goals'*. 


The management process consists of several functions. It is 
the sum-total of planning, organising, coordinating, motivating and 
controlling the efforts of people towards a common objective. 
Functional approach to management is realistic and practicable as 
it looks at management from the viewpoint of the practising executive. 
A very comprehensive definition of management has been given 
by Terry, according to whom “management is the activity which 
plans, organises and controls the operations of the baric elements of 
men,’materials, machines, methods, money and markets, providing 
direction and coordination, and giving leadership to human efforts 
so as to achieve the sought objectives of the enterprise.'* 8 


Characteristics of Management 

The above description of management reveals the following 
features of management : 

( i ) Management is a creative or activating function. It makes 
Jr things happen. It gives life to manpower, materials, 
/V** machinery and money. It makes an enterprise something 
' ^ more than the sum of its parts. 

(//) Management is an organised and purposeful activity, a 
means towards the accomplishment of predetermined 
objectives. It does not happen by accident or pressures 
and is not an end in itself. 


iill) Management is an integrating or unifying force. It does 
not do the work itself but helps others to do it. It is a 

1. Koontz and O'Donnell : Principles of Management, p. 1. 

2. Haimann and Scott : Management in the Modern Organisation, p. 7. 

3. G.R. Terry : Principles of Management, p. 8. 
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facilitating function that coordinates individual efforts 
into a team. It combines human and material resources 
and harmonises organisational goals and individual goals. 
As a vitalising force, it energises people to strive for com¬ 
mon objectives. 

(/V) Management aims at maximum efficiency, i.e., to achieve 
the objectives at least possible cost. It is a rational and 
intellectual process that needs to be performed continuously. 
It is the art of securing maximum results with minimum 
of effort. The job of management is to make a productive 
enterprise out of human and material resources. 

(v) Management is an essential function in all organised 
action. It is a universal job that must be performed in 
all organisations and at all levels irrespective of the size, 
nature and objectives of the organisation. Government, 
religion, education, business and other types of organisa¬ 
tion work because of management. It is a group pheno¬ 
menon and is not needed in individual action. 

(v/) Management is a science as well as an art. It is an 
inexact social science and a growing discipline. It is 
essentially an art or practice of securing desired response 
from people. 

(vii) Management is also a system of authority—a hierarchy 
of command and control. It is a rule-making and rule- 
enforcing body. 

• (v//i) Management is growing as a distinct discipline, a profes¬ 
sion. Formal education and training is becoming 
increasingly important in management. The manager s 
job is essentially the same everywhere and, therefore, 
management skills are transferable. 

(ix) Management is an integrated process. The various 
elements or functions of management are so interwoven 
that it is not possible to lay down exactly the sequence 
of various functions or their relative significance. The 
process of management involves decision-making and the 
quality of decisions largely determine the effectiveness of 
management. 

(*) Management is a multi-disciplinary subject. It draws 
upon the knowledge of Anthropology, Sociology, Psycho¬ 
logy and other social sciences. It is also an intangible 
and unseen force whose presence is felt everywhere. 

(xi) Management is a human activity. Management involves 
management of people and not things. In the words ot 
Applcy, “management is the development of people not me 
direction of things". We build men and women who in turn 
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hnild nroducts. A good manager is not a boss but a leader, 
buiId prooue e Br . “ Managem ent is a social pro- 

Je C s C s entfiling E F responsibilty for the effective (or efficient) 
nlannfnTand regulation (the guidance integration, moti- 
vidon and supervision of the personnel) of the operations 

o? an enterprise, in the fulfilment of a given purpose or 
task Management involves use of human resources to 
achieve specific objectives”. 

On the basis of these features, we may define management as 
the planning organising, directing and controlling of manpower, 
machinery money and materials to achieve he objectives of an 
organisatfon and its members and the society at large. 

^DEFINITIONS OF MANAGEMENT 

4}jfanagement is defined as the process by which a cooperative 
group directs action towards common goals. _ y± Massk , 

ll^Management is principally the task of planning, coordinating, 
motivating and controlling the efforts of others towards specific 

ob i ec,iveS -” -J.L. Lundy. 


‘•Management is the art of getting things done through the 
efforts of other people”. It is a “primary executive function to 
determine what you want people to accomplish check penodicaUy 
on how well they are accomplishing it and to develop methods by 

which they will perform more effectively.” J . , 

— L.A, Appley. 

Vi^fanagement is that function of an enterprise which concerns 
itself with the direction and control of the various activities to attain 

the business objectives.” f /r , . . , ., . .. 

_ William R. Spriegel (Industrial Management, p. 1). 

£> > rtianagement consists of getting things done through others. 
Manager is one who accomplishes the objectives by directing the 

efforts of othefs.” _ . 

— S. George (Management for Business & Industry, p. 4). 


“The job of management is to make cooperative endeavour to 
function properly. A manager is one who gets things done by work¬ 
ing with people and other resources in order to reach an objective." 

—Newman & Summer. 

■ “Management is forming human and physical resources into 
• dynamic organisation units which attain their objectives to the 
satisfaction of those served and with a high degree of morale and 
-sense of attainment on the part of those rendering service.” 

—American Management Association . 
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THE NATURE OF MANAGEMENT 

In order to understand fully the concept of management, it is 
necessary to analyse the nature of management. The nature of 
management can be explained in the following ways : 

1. by differentiating between management and administration. 

2. by describing management as an art, as a science and as a 
profession. 

The job of management consists of the following elements : 

1. Determination of objectives and policies of the organisation. 
These plans provide meaning and direction to human effort. 

2. Creation of an organisation structure. The organisation is 

the framework through which management accomplishes objective of 
the organisation. J 

3. Mobilisation and development of human and material 
resources required for the implementation of plans. 

4. Execution of plans through guiding and directing the efforts 
of people. 

5. Evaluation of accomplishment to control action and to- 
improve performance and plans in future. 

The essence of management lies in decision-making, leadership- 
and coordination. 

Management and Administration 

There has been a controversy regarding the relationship between- 
management and administration. The views expressed by different 
sc’ .olars of management may be divided into the following categories*: 

1. Management and administration are synonymous. 

2. Management and administration are two distinctive 

functions. . t 

3. Management is a wider term including administration. 

Each one of these views are explained below : 

1. In practice, management and administration are used 
as interchangeable terms. In everyday use, the term administration 
is used in government and other non-business activities to describe 
the same function which is called management in business. Henry 
Fayol, Chester I. Barnard, William Newman, Allen, Terry, Koontz* 
and O'Donnel, etc., do not make any distinction between management 
and administration. According to Newman, management or adminis¬ 
tration is “the guidance, leadership and control of the efforts of a 
group of individuals towards some common goal.” 1 Fayol states. 

1. W.H. Newman : Administrative Action , p. 109. 
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i^cc to differentiate between management and adminisira- 
*!»*" 1 The^S ‘adSstration is used in government sector while 
110 Jml is a common term tn business. Allen has defined 
management 1 “^e tota , of p i anning> organising, coordinating, 

motivating, controlling and operating work”. 

7 Oliver Sheldon was perhaps t he first man to niake_ a 

dlStm ^--^Admfnistratiji is the luncfTon inj ndustry co ncerned 


)y#n^^T7t7TT oi ra nd d i strlbur tonTTHe se tt lement of the e amgjUS 
^T^VrrS^-Tir'the organisation. and“TTieultimate control of th® 

other hand, is thi function in 

industry concerned with the execution of .policy w i th in Jhe hmits set 
.‘“ffiminutmtion and the erSplpyrnrat oTThe. organisation foi 

ves IFt before_it. Organisation is the formation 
a n^eTIectTvemach i n e; management of an effective executive, 
^ministration of an effective direction. Administration determines 
the oSnisadon management uses it. Administration determines 
the coal- management strives towards it. Organisation is the 
machine of management in its achievement of the ends determined 
bv the administration”. 1 Management in this general sense includes 
both administration and organisation. In other words, administra¬ 
tion involves policy-making and control, while management involves 
execution of policies and supervision of work. Administration guides, 
management executes by using organisation. Tead McFarland 
Milward, Florence, Spriegel, Lansburgh, Haimann and Shultz also 
hold the sami view. According to read, administrationthe 
“process and agency which is responsible for the determination of the 
aims for which an organisation and its management are to strive, 
which establishes the broad policies under which they are to operate, 
and which gives general oversight to the continuing effectiveness ot 
the total operation in reaching the objectives sought. Management 
is the process and agency which directs and guides the operations ox 
an organisation in realising established objectives.” 2 In the words 
of Shultz, “administration is the force which lays down the object tor 
which an organisation and its management are to strive and the 
broad policies under which they are to operate. Management, on the 
other hand, is the force that guides and directs an organisation in the 
accomplishment of predetermined objectives.” 


According to McFarland, the distinction between administration 
and management is that “administration refers to the determination 
of major aims and policies, whereas management refers to the carry¬ 
ing out of operations designed to accomplish the aims and effectuate 
the policies.”* According to Spriegel and Davis, “management is the 
executive function that concerns itself with the carrying out ot the 
policies laid down by administration which is the legislative function. 

1. Oliver Sheldon : The Philosophy of Management , p. 32. 

2. Ordway Tead : The Art of Administration, p. 101. ^ 

3. Delton E. McFarland : Management Principles and Practices , 1970, p. 8, 
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Administration sets the course along which management sails the 
qnsiness ship.” 

According to Haimann, “administration means the overall 
determination of policies, the setting of major objectives, the laying 
out of broad programmes; while management is essentially the 
executive function involving active direction of human efforts. The 
former is largely determinative while the latter is essentially 
executive.” 


However, management and administration are interdependent 
and two separate sets of personnel are not required to perform them. 
Both functions are performed at each level of authority, and they 
overlap each other. Each manager performs both activities and 
spends part of his time administering and part of the time in manag¬ 
ing. The distinction between the two terms is a theoretical one and is 
largely of academic interest. The functions of planning and execu¬ 
tion are performed by all executives and at every level of manage¬ 
ment. Both management and administration operate through an 
organisation. At higher levels, administrative duties aie more 
prominent while at lower levels managerial activities are more 
significant. The relative proportion of administrative and manage¬ 
rial tasks at different levels is shown in the following chart . The 
chart shows that the time spent on administrative activities increases 
as one travels up the management hierarchy. 



Bethel and Kimball also make a distinction between admi¬ 
nistration and management. But according to them, management 
is concerned with the setting of objectives and policies, while admi¬ 
nistration involves their execution. The former is mainly a top 
level function while the latter is a function performed largely at 
lower levels of management. 

3. Under the English school of thought, management is a 
■wider term that covers both administration and ex^ut'on. It is 
quite opposite of the American school which cons>(ter>admin s- 
Iration a top level function and management a tow-r level activity 

jys ’■ssti’srs; 

1. Snricgel and Lansburgh : Industrial Management, p. 1>U0* 

2. Albert Lepawasky : Administration, p. 37. 
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consider administration as a policy-making function and management 
as an executive function. 

Thp Rrit i s h school has been propounded by Brech, according 
The Brittsn sc the generic ( a il inclusive) term for the 

to whom Manage: - t involving responsibility for effective 

total P rocess of the operations of an enterprise. Ad mini,- 

planning and guidance o^tne op^^ . $ concerncd with thc 

tration is that piof the procedures by which thc pro- 

instaUation and earryn^out and t plans ."i The 

° J manaEement, according to Brech, is the execution of 
the pTcfes and procedures installed through administration. 

In this book, both management and administration have been 
h the same sense for the sake of simplicity and understand¬ 
ing V practice, thc distinction is neither possible nor logical. 
To avoid the controversy, we may classify management into—(0 Ad- 
mfciTstrative management, and (//) Operating management. The 
former involves determination of objectives and policies while the 
latter is concerned with the execution of plans to achieve the goals. 

MANAGEMENT-ART, SCIENCE OR PROFESSION 

A question is often raised as to whether management is an art, 
a science or a profession. An attempt has been made here to answer 
this question. 

Management as an Art 

Art involves the application of knowledge and skills to achieve 
some practical results. It is the know-how to accomplish concrete 
results. Art is essentially creative and the success of an artist is 
measured by the results he achieves. A carpenter making furniture 
out of wood, and a goldsmith shaping gold into ornaments are 
examples of art. 

Judged on this criteria, management is essentially an art. The 
orocess of management involves the use of knowledge and skills to 
achieve concrete results, e.g., profits, service, etc. It is essentially 
creative as a manager creates production from resources. Management 
is one of the most creative arts as it makes things happen and converts 

resources into output. Management is more an art or practice than 

science. There are no full proof rules that do away with the need 
for judgment and common sense in managing. Thc importance ot 
judgment and experience in decision-making elevates management 
to the status of an art. As an art, management requires conceptual, 
‘technical and human skills of the highest order. Like any other art, 
management is a personalised process performed to accomplish 
concrete results. Every manager has his own style of managing 
depending upon his environment, his judgment and perception. 
While managing a firm, a manager practises the art of managing. 

1. E.F.L. Brech : Principles and Practices of Management , p. 79. 
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The practice of managing, like all other arts-whethcr medicine 
music composition, accountancy or engineering—makes u e of under 
lying knowledge to gain desired practical results. In 'ic'v of the 
immense significance of group action m society, i^nagcn^nt can be 
described as the most important art. The art of ,s « 

old as civilisation. In the eariy stages, it was thought managers are 

born rather than made - . It was believed that management skill can 
not be codified and communicated. 


Management as a Science 


Science is an organised and systematised body ofknowle d g C 
derived through observation and experiment and expressed m the 
form of generalisations capable of universal application. Manage 
ment is a science, something more than common sense. T here is now 
a systematic body of principles, theories and techniques in manage¬ 
ment. Principles are now available in every functionalarea of 
management and their proper application increases the effeclivenMS 
of a manager. For instance, there are a number of principles relatmg 
to the delegation of authority which serve as guidelines in the creation 
of an effective organisation structure. Similarly, the techruq 
budgeting, ratio analysis, PERT, Critical Path Method, etc., help m 
the better management of resources. Management is a weial science 
as it deals with people and their behaviour. Management developed 
as a practical art and management as a science was recognised on y 
in the latter part of the 19th century. F.W. Taylor greatly cm P"®“ 
sed the application of the scientific method in management, am 
then the advancement of science in management has been so rap 
that it has been called ‘Managerial Revolution*. Today, management 
is a science, though a new and growing one. Being a social science,, 
management can not be as perfect or exact as Physics and Chemistry. 
It is not possible to predict human behaviour with complete accuracy 
under all situations. Business is dynamic and business conditions 
frequently change. Principles of management are flexible guides- 
rather than absolute truths. Management is also an inter-disciplinary 
science that draws freely on Economics, Mathematics, Psychology,. 
Sociology and other disciplines. 


Being an applied science, management lacks a coherent body of 
knowledge. It is something that cannot be fully taught in the class. 
The theory of management, however, provides a broad framework, 
for training and practice in management. The application of this 
theory, however inexact, can greatly improve the quality of manage¬ 
ment practice. Management principles are capable of universal 
application. Management principles are applicable wherever the efforts 
of a group are to be coordinated. The results of management may 
not be fully measurable but the application of quantitative techniques 
has improved managerial deci>ion-making and control Management 
is a “soft” science in which there are no hard and last rules. 


Management is thus both an art as well asascien c e^“Essentially, 
managing is the art of doing and management is the body of know- 




-NATURE AND SCOPE of management 1,15 

, thp art ”i It must, however, be noted that 
ledge which unde:rj.es Jtoart. exdusive but are complementary to 

science and art are not mu j sterile, art without science is 

very aptly observed that, “it is the function of the 
blind. Barnardl has very ap y effect resu lts. prod uce situat.ons 

artS ‘° M not com5 about without the deliberate efforts to secure them 
that could not come a and applied by those who deal in he 

These arts must be ma functio n of the sciences, on the 

concrete and for l h. fut ^ phenom ena, the events, the situations o. 
other 's to explain n ot P q produce specific events effects or 

the past. explanations which one can call knowledge. Art 

Sit ^ience aJe two facets of the same coin and management contains 
and scie ^ both with every advancement m science, art also 


them Anyone who attempts to manage by formula or principles is 
likely to overlook practical realities. Ajgrs gn with a b oo^on 
LnJ^ cn^rinciple^can^ 


reduced 

to‘ scfence. Management involves human judgmentand 
and a manager is essentially an artist^ Gettmg work donc th o^ 
people is an art of management. As no science is complete, *.n 
artist cannot fully depend on theoretical 

exercise judgment to apply such knowledge in the light of realities 

in each case 8 The most successful manager is one who Jas mastered 
the science of management as well as the practical skill of using that 
science. 

Management as a Profession ...... 

With the emergence of management as a distinct discipline, 
.there is an increasing demand for its recognition as a profession. A 
profession is a vocation characterised by the following : 

(,) Specialised education and training in an underlying body 
of organised knowledge, scientific outlook and intellectual 
' bent of mind. 

07) Minimum qualification for admission to the profession. 
' Entry is restricted by examination or education and 
formalised method of acquiring training and experience is 
necessary. 

1. Koontz and O’Donnel : Principles of Management , p. 1. 

2. C.I. Barnard : Functions of the Executive , p. 91. 
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(//#) Continuous exchange of information and experience among 
the members of the profession to improve and increase the 
body of knowledge. 

(iv) A central organisation or association to regulate entry,, 
to represent the profession and to regulate members* 
conduct. 

(v) A code of conduct enjoining upon the members to exercise 
self-restraint in the practice. 

(W) Service above self. Financial reward is not the measure 
of success. A professional spirit and a sense of mission 
are important. 

Judged on this criteria, management cannot yet be described as 
a profession though it has some of the characteristics of a profession. 
There exists a systematised body of knowledge in the form of 
principles and theories of management. Several tools of manage¬ 
ment have been developed and management has emerged as a distinct 
discipline, a separate field of study. Formal training and education 
is becoming increasingly important in management. The divorce 
of ownership from management in the large corporation has made 
specialised knowledge and training in management necessary. There is 
increasing appreciation of the social responsibilities of business. 
The customer-oriented concept is a reflection of the corporate code of 
conduct. Management associations arc common and there is an 
increasing drive for their membership. Management science is- 
developing very fast. 

But there is still no uniform method of entry and licensing. 
No minimum educational or other qualifications are essential for 
entry. The underlying body of knowledge is incomplete and inexact. 
There are no universal standards of competence and evaluation. The 
management associations have no legal sanction to enforce and 
administer minimum qualifications. There is increasing exchange 
of views and experience through seminars and conferences. But 
there is little desire on the part of an average executive to develop 
the science of management. A uniform and acceptable code of 
professional conduct has not yet been developed and a sense of 
mission and dedicated service are not wide-spread. 

However, management is moving at an increasing pace to¬ 
wards professionalisation. Several institutions now offer specialised 
training in different areas of management. There exist several 
management consultancy firms which offer expert advice and guidance 
in the solution of managerial problems. Management is not yet a full- 
fledged profession. Whether or not, it becomes a profession in 
the near future, will depend upon, how managers develop a profes¬ 
sional style of managing and how quickly they change their outlook. 
In India, even a sense of social responsibility is lacking. Indian 
management has to go a long way in order to be qualified as a. 
profession. However, some people are of the view that management 
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■ towards Drofessionalisation and there should be 
Should not Sln ?J,™l over managers. According to Drucker, 
no statutory ^°" tr0 i ra ° ice iat her than a science or profession 
“management is P®_ ofbot h. No greater damage could be 

though containing ociety than to attempt to professionalize 

done ,o economy s0 ™ n y agers or by limiting, access to manage- 

academic degree- 

group of chent* ™ y ” ot on iy their employer but also the 

workers^" “le '£2££ and the society at large. They have to be 

loyal to more than one group of persons. 

•tpnaration of ownership from control, government regulation 
Separatio t h of trade union movement, desire of 

f e^Teaders for social status and the development of scientific 
SSmSaS some of ,he factors which hoveled to .ho profes- 
sionalisation of management. 

PRINCIPLES OF MANAGEMENT 

As stated above, the science of management is developing with 
as siaic The process of management has 

increasing . . The sc i ence of management consists of 

certain'principles and theories which represent in a 

the reauisities^ of effective management These principles arc the 

result of experience of managers in different fields of economic 
aedvity- They lay down guidelines for the practice of management. 

Need for Principles of Management 

According to Koontz and O'Donnell, principles of management 
are necessary due to the following reasons : 

(,) To Increase Efficiency : Application of management principles 
avoids the need for trial and error and helps in improving the efficiency 
of management. The principles help in solving problems arising: in 
an everchanging environment. With the help of the distilled 
experience and causal relationships contained in these principles, 
a manager can see and understand what would otherwise remain 


unseen. 

(//) To Crystallize the Nature of Management : Development 
of the science of management in the form of principles is helpful m 
analysing the management job and in simplifying management 
training. “Principles act as a check-list of the elements ot manage¬ 
ment. Without principles, the training of managers depends upon 
haphazard trial and error.” 1 2 

(Hi) To Improve Research in Management : The establishment ot 
a body of knowledge in the form of generalisations is useful for 


1. Peter F. Dru cker : The Practice of Management , p. 9. 

2. Ko ontz and O’ Donnell : Principles of Management , p. 14. 
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productive research in management. Management deals with 
people whose behaviour is complex and unpredictable. Therefore 
effective research is slow and costly. The need for tested knowledge 
of organisation is great and anything which makes management 
research more exact will help to improve management practice. 

(/,.) To Attain Social Goals : Development of management 
principles helps in increasing efficiency in the use of human as well 
as material resources. In this way, management principles lead to 
the attainment of social and cultural goals. One of the main reasons 
of the high standards of living in the United States of America is 
the relatively high quality of management in American business. 

Nature of Management Principles 

Management principles are fundamental truths of general 
validity which are helpful in predicting the results of managerial 
action. These principles provide the groundwork for a science of 
management. They embody organised knowledge that has been 
distilled through experience and analysis. The understanding and 
application of such principles can materially improve the quality of 
management practice. These principles have a universal application 

they can be applied in all forms of group activity—business, 
sports, government, education, etc. 

However, these principles are not absolute truths or definite 
laws. They are flexible guides to managerial action. Management 
is a very inexact social science. Two management situations are 
seldom alike in all respects and it is difficult to codify human 
behaviour. Some management experts have criticised management 
principles on the ground that they are too obvious and based upon 
unsound premises. They are no more than common sense. 

Nevertheless, the development of management principles has 
certainly helped in a better understanding of the role of management. 
The application of these principles leads to more effective management. 

In spite of the pressing need for principles of management, the 
theory of management has developed largely after the Second World 
War. There are several reasons for the delayed development of 
management science. First of all, business was regarded as a 
degrading occupation until the end of the 19th century. Secondly, 
economists devoted attention on political economy and non-mana- 
gerial aspects of business. They overlooked the management process. 
The knowledge of sociology and psychology began to be applied to 
business management only in the present century. Thirdly, there has 
been a widespread belief that management is an art and is not 
susceptible to principles. Businessmen themselves have concentrated 
on technology and prices thereby discouraging the development of a 
theory of management. 

The increasing attacks on free enterprise by government, trade 
unions and other social groups have given impetus to the development 
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_ f. mnnapement. The growing need for best possible 

scarce resources, cut throat competition, increasing costs 

havfcreated need for maximising management effect,ve- 
of operat.o n s have crea^ea developing principles of manage- 

"*£: T Som?principles of management have been applied in pract.ee 
immemorial. But the movement for developing a science 
f f rna^aeement really beean with the scientific management of 
f w n e Taylor emphasized a scientific approach to business 
nroblems °and separation of planning from execution He also 

Heveloned principles of standardisation, fuller utilisation of installed 

capacity and understanding or cooperation among the members of 
an P oreanisation. But it was Henry Fayol who developed a general 
?£eorf of management in the form of 14 principles of management. 
Fayol’s principles are described below : 

1 Division of Work : In order to secure maximum efficiency 
of operations, there should be division of labour in all aan ities. 
The work of every person in the organisation should be limited as far 
as possible to the performance of a single leading f “ nct > 0 "- 
principle of division of work or specialisation is applicable to all kinds 
of jobs, managerial as well as technical. 

2. Authority and Responsibility : According to Fayol respond- 
bilitv is a natural consequence of and a corollary to authority. 
Therefore, there should be a parity between the two. Authority is 
the right to give orders and the power to exact obedience. Respon¬ 
sibility implies the obligation to perform the work in the manner 
desired and directed by the superior. Authority is not to be conceived 
of apart from responsibility and wheresoever authority is exercised 
responsibility arises. 

3. Discipline : Discipline is defined as “respect for agreements 
which are directed at achieving obedience, application, energy, and 
outward marks of respect.” It must prevail throughout an organi¬ 
sation as it is essential for smooth running of the enterprise. It 
depends upon good supervision, clear and fair agreements, and 
judicious application of penalities. 


4. Unity of Command : Every subordinate should receive 
orders and be accountable to only one superior. Fayol states that 
“as soon as two superiors wield their authority over the same person 
or department, uneasiness makes itself tclt. Dual or multiple 
command is a perpetual source of conflict. It undermines authority, 
puts discipline in jeopardy, disturbs order and threatens stability of 
organisation. Unity of command avoids conflicting orders and 
ensures order and stability in the organisation. 


5. Unity of Direction : According to this principle, each group 
of activities having the same objective must have one head and one 
plan. The principle of unity of direction seeks to ensure unity of 
action. It is different from the principle of unity of command. 
iUnity of command pertains to the functioning of the personnel while 
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unity of direction refers to the functioning of the body corporate, the 
departments or divisions comprising the organisation. 

6. Subordination of Individual to General Interest : Efforts 
should be made to reconcile individual interests with common 
interests. When there is conflict between the two, the interests of 
the organisation should prevail over individual interests. This 
requires continuous and exemplary supervision and fair agreements. 

7. Remuneration of Personnel : The amount of remuneration 
and the methods of payment should be fair and should provide 
maximum possible satisfaction to both employees and employers. 

8. Centralisation : According to Fayol, the question of centra¬ 
lisation and decentralisation is a matte* of finding the opt i muni 
degree for the particular concern. The degree of concentration of 
authority should be based upon optimum utilisation of all faculties* 
of the personnel. It should be determined on the basis of individual 
circumstances in each case. 

9. Scalar Chain : There should be a clear line of authority 
ranging from top to bottom. The scalar chain consists of hierarchy 
of authority. Management orders and communication should pass 
through the proper channels of authority along the scalar chain. The 
chain of command should be short-circuited only when it is essential 
to do so to make the communication fast and effective. 

10. Order : This principle is related to the arrangement of 
things and the placement of people. In material order, there should 
be a place for everything and everything should be in its proper place. 
Similarly in social order, there should be an appointed place for 
every employee and every employee should be in his or her appointed 
place. Right man for the right job is necessary for the efficient 
conduct of an organisation. 

11. Equity: Equity implies that all employees should be 
treated with justice and kindness. Managers should be fair and. 
impartial in their dealings with subordinates. They should have a 
sympathetic and unbiased attitude towards labour. Equity ensures 
cordial relations between management and labour which are essential 
for the successful working of an enterprise. 

12. Stability of Tenure of Personnel: Unless security of job is- 
assured to the personnel, they cannot work with initiative ana 
devotion. Time is required for an employee to get used to new work. . 
and succeed in doing it well. He can render worthwhile service 
only when his job is secure. There should, therefore, be no more 
than reasonable turnover of employees in the organisation. 

13. Initiative : The executives should provide opportunities to 
workers to take initiative in the planning and operations of the enter¬ 
prise. This is necessary to develop interest and to provide job satis- 
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faction to employees 
and execute a plan. 


Initiative refers to the freedom to think out 


., Fsnrit de Corps : This refers to harmony and understanding 
'iiif nersonnel 'Union is strength’ and unity of the staff is 
among the e<;s in an y organisation. Management should 

the foun ^!‘ , °" iri [ and cooperatfon among the members of the orgam- 
CrC - £ thatthey work together as a team for the accomplishment 

of predetermined objectives. 

Ac .minted out by Fayol, the above list is not exhaustive. The 
• rin!es P of management arc not rigid rules but diagnostic guides, 
depend upon the conditions in which an organisation operates. 
SeJ are flexible and capable of adaption to every need. 

LEVELS OF MANAGEMENT 

In an organisation there is a chain of command or scalar chain 
. „ frnm ,he ultimate authority to the lowest ranks. Tins chain 
ra « f r of superior-subordinate relationships. A vertical line 
from the chairman to the rank and file of workers. Various 
eX !r?.tivps it different levels of authority are linked in a managerial 
SrcS The managerial hierarchy consists of several levels of 
management The term level of management refers to a line of demar 
cation 8 between various management positions in the organisauon 
There is no fixed number of managerial levels as the mini 
JJS according to the size of the business, diversity of 
operations and technological factors. In a small organisation there 
may be only two levels consisting of the owner and superviso • 
But in a larger organisation, there may be as many as eight levels 
manasernent. “As a company becomes larger and moie complex, 
there fs"a natural tendency for the chain of command to lengthen 
Even though the company makes no effort to limit span of control to 
any given number, if there is extensive growth there comes at'me 
when commands at various levels have to be split up and another 
layer of supervision inserted.* 1 

The need for several levels of management arises because of 
the limitation of span of control. No individual can stpc»\iw 
efficiently more than a limited number of subordinates. ” V?* 

grows beyond the control of an executive, a new level of authority 
is added. However, there should not be too many levels of manage¬ 
ment. Too many levels, increase the distance between management 
and rank and file thereby making communication and coordinating 
difficult. Therefore, it is desirable to restrict the management lc\e s 
to a reasonable number. ‘*But in determining the number oi le\eis 
which are necessary, prime regard should be paid to the spaa o 
control and not vice versa. Forcing managers to exceed their 
feasible span of control merely in order to reduce the numbei oi 
levels will increase administrative and social distance". Thus there 

1. Ernest Dale : Organisation, p. 142. 
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is a need to strike a proper balance between the span of control and 
the number of management level. 

Different writers have mentioned various numbers of levels and 
there is no unanimity is this respect. Broadly, levels of management 
may be devided into the following categories : 

1. Top Management 

2. Intermediate or Upper Middle Management 

3. Middle Management 

4. Supervisory Operating Management. 

However, it is not possible in practice to slice management 
hierarchy in such water-tight compartments. Each level is functionally 
blended into another and the different layers of authority constitute 
an integrated pyramid. The above demarcation of management 
levels is done to explain the functions and the range of authority of 
different functionaries in management of an organisation. These four 
levels of management arc shown in the following chart. 

Top Management 

Top management consists 
of the Board of Directors, the 
chairman, the chief executive and 
the company secretary. The chief 
executive is known by various 
names such as Managing Director, 

President, etc. It is a group of 
key officers responsible for overall 
management of the organisation. 

According to Allen, top manage- I 

ment is “the policy-making group MIDDLE MANAGEMENT 
responsible for the overall direc¬ 
tion and success of all company 
activities." 1 Top management is a 
fountain, of ultimate authority 
on all phases of a company’s 
operations. 


Legally, the ultimate authority in a company vests in the share¬ 
holders. But shareholders are very large in number and are geographi¬ 
cally dispersed. Therefore, “it is impractical and inconvenient for 
the shareholders themselves as a group to run the enterprise; they 
select a small group of individuals as the Board of Directors to 
exercise trusteeship and act for them in the direction of the company’s 
affairs." 8 Shareholders exercise control through meetings. 

1. L.A. Allen : Management and Organisation , p. 254. 

2. L.A. Allen : Management and Organisation , p. 250. 
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TOP MANAGEMENT 


BOARD OF DIRECTORS 
CHIEF EXECUTIVES 
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UPPER MIDDLE MANAGEMENT 


DEPARTMENTAL/ 
DIVISIONAL HEADS 
PRODUCTION MANAGER 
MARKETING MANAGER 
FINANCE MANAGER 
PERSONNEL MANAGER 



NATURE and 

The board of directors is an organ of policy-making, review 
a control It lays down the basic objectives and long-term policies 
8 f th? company. Selection and compensation of chief executives, 
of a broad organisation structure, management of corporate 
P'X overall control of the organisation are other functions of 
the board of directors. According to Koontz and O'Donnell 1 , Bo.ird 
of Directors performs the following functions : 


1. Trusteeship 

2. Determination of enterprise objectives 

3. Selection of key executives 

4. Checking plans and results 

5. Approval of budgets 

6. Securing long-range stability of the company 

7. Distribution of corporate earnings 

8. Asking discerning questions. 


Thus “the board concerns itself with the review and decision 
upon matters of major importance to the company's success.” 2 

The chief executive serves as the link between the board of 
directors and the rest of the management. He interprets the objectives 
and policies laid down by the board and devises programmes for 
their achievement. He is responsible for creating teamwork and 
coordination between different divisions of the company. Top 
management must see the enterprise as an integrated whole. It needs 
more conceptual and human skills than technical skill in order to 
serve as the leader of the management team. 


The functions of the top management may be summed up as 
follows : 

1. Determining the Objectives and Policies :• Top management 
lays down the broad objectives of the enterprise and affirms the 
philosophy of the company. It also frames policies in all important 
areas of business like production, pricing, personnel, finance, etc. for 
the accomplishment of designed objectives. It lays down plans for 
the execution of policies. These plans refer to programmes, schedules, 
budgets, procedures, etc. 


2. Organising : Top management designs the basic operating 
and financial structure of the organisation. It is responsible for 
assembling the resources of money, men, materials, etc. required for 
the enterprise. Top management appoints the chief executive and 
departmental managers. It also lays down guidelines for their com¬ 
pensation, transfer, promotion, etc. Top management defines the 
authority and responsibility of various departments. 

1. Principles of Management , pp. 392-95. 

2. L.A. Allen : op. cit. t p. 250. 
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3. Guidance and Direction i The chief executive explains and 
interprets the policies and programmes formulated by the Board of 
Directors. He also issues orders and instructions for their execution. 
Top management provides motivation and leadership to create co¬ 
ordination and teamwork between different executives. 

4. Review and Control : Top management exercises overall control 
over the operations of the organisation. It lays down standards 
of performance and evaluates operations to determine whether work 
is being done in accordance with the plans. It calls for feedback 
or control information in the form of progress reports and takes 
corrective action to improve performance and plans. Top manage¬ 
ment acts as the prime regulator by designing and using controls. 

5. Public Relations : The top management represents the 
company to the outside world. It is responsible for the creation 
and maintenance of cordial relations with trade unions, trade 
associations, financial institutions, government and public in general. 

It identifies key factors for the survival and growth of the organisa¬ 
tion and adopts company policies to the anticipated environment. 
“It is the function of top management to watch, interpret, exploit or 
where necessary, counter external influences with appropriate 
decisions and plans, and to initiate the appropriate adjustments in 
the functional authority and status structures of the organisation.” 1 

6. Trusteeship : Top management is the trustee of the com¬ 
pany and its various constituents. It is the custodian of the 
company’s property and income. It is the duty of top management 
to protect the integrity of the enterprise so that it can survive and 
grow for the benefit of its employees, the shareholders, the customers 
and for the general good of the social and economic system within 
which it operates. 

Intermediate Management 

Intermediate or upper middle management comprises of depart¬ 
mental or divisonal heads, e.g., works manager, marketing manager, 
personnel manager, finance manager, etc. Each one of these 
managers is responsible for the efficient functioning of his own 
department in accordance with the basic objectives and policies laid 
down by the top management. Intermediate management is largely 
concerned with the day-to-day administration of respective depart¬ 
ments. Its job is to implement plans and execute policies in a 
coordinated manner so that enterprise objectives may be achieved. 
Intermediate managers are concerned with priorities and specific 
results. At upper middle management departmental operational 
plans are established and targets of achievement are laid down. 
They exercise the usual functions of management in respect ot 
their own departments. They .plan operations, issue instructions, 

1. B. Yuli : Organisational Principles for Management , 1966. 
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t hc require resources, evaluate results of their respective 
j 8Se ^fments programme efforts and control the work of people 
.^epartme ^tn^ntf. Thus th5s group \ s responsible for the inter- 
and execution of policies for the successful operation of 
fhe departments. They interpret the policies framed by top 
.mrernent prepare departmental organisational setup, find suitable 
™perv 5 siog personnel, motivate the personnel and collect information. 


Middle Management 

This level of management consists of deputy heads of depart¬ 
ments and sectional officers such as plant manager, area sales 
manager office manager, chief accountant, purchase officer, etc. 
These executives serve as a means of coordination between top 
management and operating management. According to Marry 
C Niles “they often share in the difficulties of their superiors in 
arriving at decisions and they necessarily take part in the efforts of 
. 4 heir subordinates to carry out policies. They transmit orders, 
decisions and guidance downwards; they also take problems, 
difficulties, and suggestions upward. The lines of communication 
meet in them.” 

The middle management usually performs the following 
functions : 

1. To interpret and explain the policies framed by top manage¬ 
ment. 


2. To compile and issue detailed instructions regarding 
operations. 

.3. To maintain close contacts with operating results so as to 
evaluate performance. 

4. To participate in operating decisions. 

5. To cooperate among themselves so as to integrate various 
parts of a divison or a department. 

6 . To motivate, supervisory personnel to work for organisa¬ 
tional goals. 


7. To develop and train supervisory and operative personnel. 


Supervisory or Operating Management 

Supervisory management is the lowest level of management. 
It consists of plant superintendent, senior foremen and front line 
supervisors. It involves management of rank and file and is 
.directly concerned with the mechanics of jobs in the factory. 
According to Davis, supervisory management ‘’refers to grades of 
executive leadership whose work has to do largely with personal 
oversight and direction of operative employees ” 1 The operating 
managers plan, implement policy, organise and direct personnel 
1. R.C. Davis : The Fundamentals of Top Management, p. 145. 
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and control performance. They serve as the link between manage¬ 
ment and workers. Their authority and responsibility is limited 
but the quality of workmanship and the quantity of output depends 
on their efficiency and effectiveness. 

The functions of supervisory management are as follows : 

1. To plan day-to-day production within the goals laid 
down by higher authorities. 

2. To assign jobs to workers. 

3. To supervise and guide workers and to maintain personal 
contact with chargehands. 

4. To arrange materials and tools and to maintain machinery. 

5. To advise and assist workers by explaining work procedure,, 
solving their problems, etc. 

6. To maintain discipline and good human relations among 
workers. 

7. To report feedback information and take corrective action 
after evaluating personnel and their performance. 

Importance of Management 

Group action and joint efforts have become neccessary in every 
walk of life. Group activity has become a universal phenomenon. 
Whether it is a business firm or a sports team, a club or a hospital, 
an orchestra or a church, a family or a government, group action 
is essential. Management is, therefore, an all pervasive function. 
The survival and development of an organisation depends upon the 
efficiency with which its resources are managed. Without management, 
an organisation is merely a collection of men, money and materials. 
“The manager is the dynamic life-giving element in every business. 
Without it the resources of production remain resources and never 
become production.” 1 Capital, labour and other resources would 
be fruitless in the absence of effective management. Good manage¬ 
ment is a critical input in the success of a business. It is a catalyst 
that optimises output and moves development. Management is a 
very powerful innovative force. It performs the same functions 
in an organisation which mind does in human body. 

The importance of management has increased tremendously 
in recent years due to increase in the size of business firms, growing 
competition, increasing government interference in the economic 
life of people, and the emergence of the concept of social responsi¬ 
bilities. Management is today a critical factor for success in modern 
business. Management is the most important ingredient in the 
five Ms of business—management, manpower, money, machinery 
and materials. No organised activity is possible without decision¬ 
making and cordination. “Managing is essential in all organised 
cooperation, as well as at all levels of organisation in an enterprise. 

J. Peter F. Drucker : The Practice of Management , p. 3. 
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** «. f-a-ars .t'shop Toss, sfs £U ? 

array general, bu a j$ the pilot or driver driving the vehicle 

commander. Meshed goal. The managerial resources of an 

<,f business tothe de;si e g productivity a nd profitability. 

enterprise deteimi , o > impor tant areas of human activity 
Management is one ot tn ^ through other people. 

as it is <=°"PX an econom c g aSvit5 that attempts to shape the 
It is essentially an econom* a< . a nivolal element in the 

economic environment. By^ jses g and especially in providing a 

operation ^usine enterprises in useful activities, management 

dynami- force m gu contri bution. Consumers needs are met, 

mak , e 1 »^n iob that give them an even higher standard of living, 
suppliers find markets for their materials and governments have 
sources of direct and indirect taxation. 

A nation’s progress and prosperity depends largely uoon the 
r\f it«i managers We no longer talk about capital ui d 
?°hnur C \ve talk of management and labour. According to Druckcr, 

®-3K * tsss sres 

;‘ m n z isss sstsn 

America once remarked that a Government without good manage- 
ment is like a house built on sand. Management provides lift, to 
what would otherwise remain only potentialities. 

In a developing country like India, the significance of manage¬ 
ment can hardly be overemphasized. Higher efficiency and higher 
nroductivitv is the only hope of the people, more than 60 per cent of 
whom are hving below the poverty line. The root cause of India s 
backwardness lies in the underutilisation and misutiiisation of the 
country’s resources. The most important reason for the poor per¬ 
formed of our development plans has been inadequate and 
inefficient administrative machinery. We have sunk crores of 
rupees in the public sector. In the absence of competent and 
devoted management the investment is not being utilised P^P^ty- 
We are underdeveloped because we are undermanaged and mis¬ 
managed. Dedicated and professional managers can convert the 
tremendous latent energy of people into wealth. The t ,^ h ' / ] ^: nn 
of business management enables us today to promise the abol"ion 
of the grinding poverty that has been mankinds lot through the 
ages.”* Management is the key for unlocking the torces of economic 
growth. It is the crucial factor in economic and social development. 
They are the custodians of the hopes and aspirations of the 
masses. In fact, “management is one and at the same time the deter- 

1 Koontz and O* Donnell : Principles of Management, p. 6. 

2. Newman, Summer and Warren : The Process of Management , p. 7. 

3. l&ter F. Drucker : The Practice of Management , p. 1. 

4. Peter F. Drucker : Management—Tasks, Responsibilities Practices , p. 9. 
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miner of our economic progress, the employer of our educated, the 
amasser of our resources, the guide for effective government, the 
strength of our national defence, and the moulder of our society. 
Management aims at the optimum utilisation of available resources 
to secure productive performance. “The managers of an organi¬ 
sation are concerned with the maximisation of output obtainable 
from a given amount of input or similarly the minimisation of input 
for a given level of output. Fulfilment of such a purpose is the 
only justification for the existence of a managerial function. 
Managers are the true leaders of the economic machinery of a nation. 
They enrich the economic life of the country by purposeful adminis¬ 
tration of resources. They also develop human talent. What we 
lack most is not skill or capital but management. Therefore, the 
development of managerial talent must receive top priority under 
our development plans. The greatest single factor or key for 
unlocking the forces of economic growth in any nation is ro an ^ge- 
ment. According to the late President John F. Kennedy, the role 
of management in our society is critical in human 
serves to improve standards of living of all people through effective 
utilisation of human and material resources. By designing job 
structures that provide opportunities for self-expression, and initiative, 
management provides human satisfaction. Thus management is an 
essential instrument of human progress and keystone of modem 
society. 
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UNIVERSITY QUESTIONS 


1. “Management is the art of getting things done through olher ^ / ^ s ^* ) 


2 . 

3 . 

4. 


"Management is the development of people not the diction of 

Amplify this statement, bringing out clearly the nature an pe 

Management. 

"Management is guiding human .and physi^ ~sou~es >nto d^amic 
organisational units which attam of atSlnmwt 

of those served and with a high degree_ of r 1 (Delhi 1974 ) 

on the part of those rendering service. Explain. C ’ ' 

D-fiae minagemsot and discuss hs es S ent>al 196% 

management differ from administration ? (inaore i*o/ t , 


1. C.S. Giorge : The History of Management Thought, p. 1. 

2. J.L. Lundy : Effective Industrial Management , p. 1. ^ 




Functions of Management 



The ^° ce f ac °J vi ™es n we^noUTs S the functions’ of manage- 
activities. These ac „ accepted classification of managerial 

men*. There .s no wvmW g . yen different classifications, 

functions. Differentath t forecasting planning, organising, 

Henry Fayol described tnem uj E.F.L. Brech includes 

commanding, coordinating and controlling. J. L. Mass,e has 

planning, motivating, coord,nat. ^ $taffi planning, controlling, 

mentioned ° n d X ect fng Urwick divides them into forecas ing, 
communicating and directing. ^ an(J coordina tion, investigation, 

planning, organisi g, con trol According to Lundy, manage- 

research, co , m ^ un , IC n V'°":n" d c oordinating, motivating and controlling 
ment is a task of P d a s p e cific objective. All experts are 

the efforts of others towar ^ organising and controlling. 

unanimous on three functions o p n g g identifies planning, 

But they differ “Jng. Innovation, representation 

PODSCORB^.^planning orgamsing, ^‘"^ig^afso ^ment^n 

Jsrt - «*■ *—■ - 

management. 

understanding.” 1 

The various functions mentioned by different writers may be 
classified into these five categories as under : 

1. Koontz and O’Donnell : Principles of Management, pp. 47-48. 


A Classification of Managerial Functions 


Function 

Sub-functions 

Planning 

Forecasting, decision-making, 

budgeting, innovation, problem¬ 
solving, policy-making, research, 
investigation, etc. 

Organising 

Functionalisation, departmenta- 
tion, delegation, decentralisation,, 
etc. 

Staffing 

Recruitment, selection, place¬ 
ment, training, compensation, etc. 

Directing 

Leadership, motivation, guiding, 
counselling, communication. Com¬ 
manding, activating, supervision,, 
execution, etc. 

Controlling 

Setting standards, recording, 
reporting, review, appraisal, 
evaluation, actuating, seeing, etc. 


In practice, it is not possible to classify managerial functions 
neatly into these categories. The functions of management are 
intcr-related and inter-dependent. The sum total of managerial 
functions is known as the management process. The process is com¬ 
posite, so that no one function can be performed without involving 
the others. As managers develop plans, they will also be involved 
in organising to carry out these plans. Methods of controlling the 
operations will also be considered in the planning process. Thus the 
management process is a circular and continuous movement. The 
process is also continuous as plans beget subordinate plans, old 
plans have to be modified and new ones have to be developed. 
Theoretically, planning should precede other functions but in practice 
a manager performs all functions simultaneously and it is impracti¬ 
cable to insist on a particular sequence for various functions. 

Managerial functions should be differentiated from the operat¬ 
ing functions of business, e.g. y buying, selling, manufacturing, 
personnel, finance, accounting, etc. Operating functions vary accord¬ 
ing to the nature and size of business. On the other hand, managerial 
functions are universal and common to all the operative functions. 
They are performed by managers at all levels and in all organisations 
irrespective of their nature, objects and size. Although top manage¬ 
ment may devote more time to planning while supervisory manage¬ 
ment spend more time on direction, the three levels are involved to 
some extent with all the functions of management. The managerial 
functions are performed by all managers irrespective of the size of 
the firm and the level of authority. 
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All functions are important and necessary But J.B. Miner 
* n T Theory) R-C. Davis and W.M. Fox (The Management 

PrrKxsf) 6 point out that planning, organising and control are the basic 
Process) poin wic staffing an d direction are subsidiary or 

-or organ . re i a tive importance of different functions 

•inorganic functions. a J the , eve , of authority. At 

higher Ye'velsand under dynamic conditions, planning and control are 
more important than other functions. 

C-rtain functions like representation and innovation have been 
. nned hv some writers. Earnest Dale mentions innovation as 
^function of mlnfgemTnt. Realy speaking innovation is a part of 
olanning in its wider sense. A manager plans not only to adjust lus 
Si n to changing conditions but also to create change. Those 
XSSresentationas a separate function of management have 
in mind the executive who acts as the spokesman of his company. 
TheTmportance of representation has increased on account of growing 
social responsibilities of business. But representation is really a 
combination"of communication and authority Moreover, every 
executive does not formally represent his organisation. 

The relationship between different functions of management can 
very well be described by an analogy. If management is considcied 
a human body, planning constitutes its brain, organisation is its 
nervous system, direction makes up the respiratory organandcomrol 
stands for the mind. The various functions have, individually, been 

described in following pages. 

Planning 

Planning is the most basic and primary function of manage¬ 
ment It precedes other functions as a manager plans before he 
™,s Planning involves selection of objectives and determining ways 
of achieving them. Planning is looking ahead and deciding in 
advance wha 8 . is to be done, when and where it is to be done how 
it is to be done and by whom. It consists of thinking, ddiberation 
and decision-making regarding future course of action. It mvoWes 
.choice of a future course of action out of different alternatives to 
achieve desired results. Planning involves forecast,ng or ant'cipation 
of future events. A plan is a synthesis of several forecasts. I - is * 
predetermined course of action. A plan is essentially today s design 
for tomorrow’s action and an outline of steps to be taken in future. 
Planning is a rational approach for decision-making as it involves 
selection among alternatives. It enables us to do things in an orderly 
manner. The process of planning consists of (a) determination of 
objectives, (b) forecasting (c) search for and evaluation of alternative 
•courses of action and selection of a suitable course of action, W) for¬ 
mulation of policies and programmes, (e) preparation of schedules 
.and budgets, (/) laying down of procedures and standards ot 
performance, etc. 

Planning may be long-term or short-term, formal or informal, 
organisational or departmental. But it is always an intellectual or 
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mental process involving imagination, foresight and judgment. 
Identification of different alternatives and choice between them 
involves thinking. Because of its intellectual nature, F.W. Taylor 
advocated separation of planning from performance. But planning 
and responsibility for planning cannot be completely separated from 
managerial performance because all managers have responsibility for 
planning, whether they are at the top, middle, or bottom of the 
organisational structure." 1 However, separation may be desirable 
when planning is an advisory service to the manager in charge of 
performance. 

Organising 

Once plans have been developed, the next step is that of orga¬ 
nising. Organising is the creation of a harmonious structure of 
authority-responsibility relationships. By bringing together different 
elements, it creates order and system. Organisation is the frame¬ 
work within which people can work together effectively for the 
achievement of common objectives. Organising thus involves the 
establishment of an intentional structure of roles through determi¬ 
nation and enumeration of the activities required to achieve the goals 

of the enterprise, tile-grouping of these activities, the assignment oi 
such groups of activities to a manager, the delegation of authority to 

carry them out, and provision for coordination of authority relation¬ 
ships horizontally and vertically in the organisational structure. 
According to Haimann ‘'organisation is the process of defining and 
grouping the activities of the enterprise and establishing the authority- 
relationships among them.” Organising involves conscious coordi¬ 
nation of people toward a common goal. Organising is one ot the 
most important or basic functions of management because no enter¬ 
prise can be successful without a sound organisational st ™ c, " re ' *. 
is through organising that a manager brings together the material 
and human resources required for the achievement of desired goals. 

There can be no organisation without division of work between 
two or more persons. One individual can not constitute an organi¬ 
sation. But the process of organising involves thejwmeskprt 
whatever level of authority it is performed. However ;. a "°^"'* n t 'f" 
structure is not an end in itself but a tool for accomplishing rater^ise 
objectives. It should, therefore, fit into the needs, objectives and 
limitations of the particular enterprise. In its widest sense ® 
organise a business is to provide it with everything it needs; or_ use ul 
to its functioning and the organising function consists 
human and material relationships consistent with the objectives and 
resources of the concern." 


Staffing 

Staffing involves the regular provision of 
required for different positions in an organisation. 


human resources^ 
It is also known* 


1. Koonlz and O'Donnell : Principles of Management , p. 48 

2. Koontz and O'Donnell : Principles of Management , p. 49. 
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, T , consists of defining manpower needs, recruitment 
as ‘manning - «>r ' personnel, their training and compensation 
and selection °^uiUb'epe managers and non-managers. It is 

Staffing is co ^™ e e d d bv managers at all levels. Earlier, staffing was 
a function perfomed by m g fiut with the recognition of the 

considered a part ° f °^ cto f in busi ness, it began to be considered 
importance of the hu an I has deve i 0 pcd as an important functional 

as a separate funct ‘®" . * el Management. Staffing is a continuous 
area . kn0 '! n , h ! w0 ^k force in an organisation is subject to constant 
function as me 
change. 

Directing command inv olves influencing people to accomplish 

Direction or comm ^ ^ jnstructl0ns> gmding, 

desired results. iig subordinates in the execution of plans. 

counselling and supervis^^g^ means .. mov ing to action and supplying 

According to Terry, Direction involves guiding and 

stimulative l ° towards the accomplishment of organisational 

motivating subordinates wwa^ ^ cornmunica tion, motivation and 

objectives . It 1 . . ; nvo ives exchange of ideas and informa- 

leadership. manager has always to 

tion to create common s d bordinates He must de velop a sound 
be in touch with _ orders and instructions and to receive 

communication sysU provide motivation and leadership to 

feedback. A manage comniu nication. Motivation implies ins- 

h , s subord, "^ in g ubordinates towards desired action. Leadership 
piring and ' iuatina and inducing subordinates to work with 
zTal and 8 e U n?hu g siasm for the achievement of organisational goals. 

Direction ^nmporWM^tion of .management, ^.sets^the 

di«cUo a n ,0 and n supervision. It is the catalyst that makes things 
happen. 0 Direction converts plans into performance. 

Controlling 

Controlling implies ensuring that everything occurs in confor- 
♦ nSh'the established plans. It involves setting standards of 
wlt ^ rnmoarison of actual performance with standards, 
TocaUnK causes of deviations and taking steps to avoid undesirable 

locating ca Control is based on planning as the plans 

deviations in fu - f f mance B ut plans can be achieved 

sz&kX™SJZcSSZ 

plans may be improved. 

Control is a basic or primary function of management. It is 
nerformed by managers in all organisations and at all levels. Th 

need for control arises because planning and ^ rf °™*" ce kn e? S ef that 
Tvrfect The object of control is to spot errors and weaknesses that 
can be prevented in future. Control is forward-looking as nothing 
can be done about what has happened. Control is exercised through 
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people by regulating the actions of those who are responsible for 
deviations. To be effective, a control system must be prompt 
positive, continuous and self-regulating. * 

COORDINATION 

Henry Fayol, Mooney, Tead, Urwick, Brech, Gullick and Allen 
consider coordination as a separate function of management. Their 
contention is that integration of individual efforts is essential to 
effective group action. “It seems more accurate, however, to regard 
it (co-ordination) as the esssence of managership, for the achievement 
of harmony of individual effort toward the accomplishment of group 
goals is the very purpose of management. Each of the . managerial 
functions is an exercise in coordination.” 1 The basic objective of all 
managerial functions is to achieve coordination in organised human 
efforts. The efficiency of management and the achievement of 
organisational objectives depends upon the degree of coordination. 
In fact, coordination is the key to various functions of management. 
‘ Coordination makes planning more purposeful, organisation more 
well-knit and control more regulative.” 2 Managers at all levels must 
coordinate the efforts of their subordinates. Every function of 
management must in itself be coordinated. For example, planning is 
not effective unless departmental plans are properly balanced and 
integrated. Organisation would be poor if there is lack of hormony 
in horizontal and vertical relationships. Staffing must be consistent 
with the needs and resources of the enterprise. Direction is not 
sound if orders and instructions are inconsistent. Controlling is 
ineffective unless based upon a systematic evaluation of efforts. 
Thus each of the functions has to be coordinated in itself and 
with other functions. As pointed out by Terry, coordination per¬ 
meates the entire process of managing. It is a common thread 
running through the managerial functions of planning, organising. 



1. Koontz and O’Donnell : Principles of Management , p. 50. 

2. M. Banerjee : Business Administration , p. 201. 
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•staffing, directing and -ntroffing. It ££^£2^" 


SMS of theTund=tal S of management 
manager* is° essentially an integrator of efforts like the conductor of 
an orchestra. An orchestra conductor creates harmony in music by 
integrating the efforts of different musicians. Similarly, a 
coordinates by securing and maintaining unified action throughout 
the organisation. The purpose of organisat.on itself's coordmaton. 
Effective coordination is in fact the sine qua non of good management 

Coordination is highly important as it involves orderly 

of group effort and secure* unity of action to achieve a common 

purpose. It is a distinctive of naanagement and a vital phase 

of managing. Coordination requires harmony of action between 
different departments or divisions as well as between different levels 
of authority. There should be both horizontal and vertical coo ^ f 
tion. Moreover, there should be coordination not only wi hm 
different parts of an organisat.on but also between the organ'sat ion 

and its external environment. He coordinates by performing mana 

serial functions. Each of the functions is a spoke in the wheel oi 
co-ordination as shown in the chart. “It thus becomes 'he central 
task of the manager to reconcile differences in approach, timing, 
effort or interest and to harmonise co-operative and individual goals. 

A manager succeeds to the extent he is able to achieve such co¬ 
ordination. According to Fayol to coordinate is to harmonise 
all the activities of a concern so as to facilitate its working and its 
success. In a well coordinated enterprise, each deparment or division 
•works in harmony with others and is fully informed of its role in 
the organisation. The working schedules of various departments are 
constantly attuned to circumstances. 


Meaning of Coordination 

Coordination implies synchronising the timing, place, amount 
and sequence of individual efforts so as to create teamwork and 
harmony in the organisation. It is the blending of efforts to znaxi- 
mise contribution towards the accomplishment of goals. It is the 
process whereby an executive develops an orderly pattern of group 
effort among his subordinates and secures unity of action in the 
pursuit of a common purpose.”* According to Newman “co-ordina¬ 
tion deals with synchronising and unifying the actions of a group of 
people. A coordinated operation is one in which the activities of 
the employees are harmonious, dove-tailed and integrated towards a 
common objective.” 8 The real purpose of coordination is to secure 
and maintain unified action throughout the organisation. 

Coordination and Cooperation 

Coordination is not merely avoidance of friction or creation 
of cooperation. It is much more than mere reconciliation of 

1. Koontz and O’Donnell: Principles of Management , p. 30. 

3. Delton E. McFarland : Management—Principles and Practice , p. 379. 

3. W.H. Newman : Administrative Action , p. 403. 
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differences. It requires concurrence or unity of purpose, harmony 
of action and concerted performance. In the ultimate analysis, 
coordination is the mental awareness that like a human body all 
parts of an organisation are related to and dependent upon other 
parts for their proper functioning. It includes both coordination 
of thought (mental coordination) and coordination of action (physi¬ 
cal coordination). Coordination is a much wider concept than 
cooperation. Cooperation refers to the collective efforts of people 
who associate voluntarily to achieve specified objectives. It implies 
the avoidance of friction among the members of a group to achieve 
harmony of action. Coordination, on the other hand, requires 
orderly arrangement of group efforts to secure unity of purpose and 
common action in the pursuit of desired goals. Cooperation occurs 
through the voluntary efforts of people while coordination is the 
result of conscious efforts on the part of management. Cooperation 
facilitates coordination but cannot by itself guarantee coordination. 
In other words, cooperation is a necessary but not a sufficient 
condition of coordination. According to McFarland, “Coordination 
is a far more inclusive term embracing the idea of cooperation. 
Cooperation, that is, mere willingness of individuals to help each 
other, cannot serve as a satisfactory substitute for coordination. 
Cooperation is for the most part the result of voluntary attitudes on 
the part of people in an organisation. Coordination, on the other 
hand, cannot be voluntarily produced by a number of cooperating 
persons. Coordination is a state of affairs which an executive brings 
about through deliberate action on his part . . . Cooperation is 
valuable element in coordination but cannot substitute for it." 1 

To sum up, the essential features of coordination are as follows : 

( a ) Coordination is not a distinct function of management but the 
very essence of management. ( b ) Coordination does not arise through 
voluntary action nor can it be ordered into existence. It is the 
result of conscious and concerted action by management, (c) The 
basic purpose of coordination is to secure unity of purpose and 
unified action, (d) Coordination is a continuous process as continuing 
action is necessary to maintain unity and uniformity in the organi¬ 
sation. 

Elements of Coordination 

The aim of coordination is to achieve unity of purpose and 
harmony of action so that common purpose can be achieved econo¬ 
mically and with satisfaction to all. In order to coordinate, a mana¬ 
ger must take certain steps. According to Allen, a manager coordi¬ 
nates by balancing, timing and integrating the work of his subordi¬ 
nates. These are the three elements of coordination. Balancing is 
ensuring that enough of one thing is available to support or counter¬ 
balance the other. It means creating a balance in the resources of 
different individuals and departments. Timing implies bringing to¬ 
gether different activities under a common time schedule so that. 

1. D.E. McFarland : op. cit. t p. 386. 
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. nnrt and reinforce each other. Integrating involves unifica¬ 

tion” of diverse interests under the common purpose. 

Need and Importance of Coordination 

Coordination is required ^ 

n°alS er I^a group°or organisation, coordination becomes necessary 
because of following reasons : 

& &S?SBJU?3riX TS&-2HSS2 

becomes mandatory. 

2 Size : Increasing size and complexity of organisation is 
another factor necessitating coordination. In large organisations, 
centrifugal forces are many and strong and constant coordination is 
necessarv Physical and managerial decentralisation makes direct 
communication difficult. Formal methods of coordination hasc to 

be used due to multiple levels of management. 

3. Different Outlook : Individuals have different opinions 
regarding how common objectives are to be achieved. Each indivi¬ 
dual in an organisation tries to achieve th: goals and objectives n 
his own way. It becomes imperative to reconcile differences in 
approach and effort to secure unity of action They may 'nterpret 
enterprise objectives in different ways. Their efforts have, therefore, 
to be unified by reconciling differences in approach and viewpoint. 

4. Clash of Interests : Often individuals fail to appreciate 
how the achievement of common goals will satisfy their own >n t « res ' s ; 
They work at cross-purposes because of personal motives at tne cosi 
of common objectives. Personal goals need to be reconciled with 
those of the enterprise. It is the central task of coordination to 
harmonise such conflicts. True coordination is based on a real 
community of interests in the attainment of the desired objectives. 

5. Conflicts : Coordination is needed to resolve conflict bet¬ 
ween line and staff. Unless their respective roles are clearly defined, 
they tend to undermine each other’s authority and it becomes aim- 
cult to fix responsibility for failures. Coordination increases tne jod 
satisfaction and moral of employees leading to sound human relation* 
in the organisation. It avoids potential sources of conflict ana 
wasteful turnover of labour. 
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. 6 - Efficiency : Unified and harmonious efforts make for 
efficiency and economy. Coordination becomes necessary to avoid 
splintering of efforts and to secure teamwork in the enterprise. Lack 

2- Vr co . ordinat * 01 ] results in wastage of time, efforts and money. 
Effective coordination is necessary to achieve results which are 

.greater than the sum of individual contributions. It avoids over¬ 
lapping and duplication of effort. 

7. Different Capacities : People differ in their abilities and 
competence. They work at different speeds and levels. There arises 
a need for balancing capacities, talents and resources. Coordination 
serves as the binding force in an organisation. The most rational 
use of talents is the essence of organisation and coordination is 
essential for this purpose. 

Principles of Coordination 

Mary Parker Follett has laid down four principles for effective 
-coordination : 

(/) Direct Personal Contact : Coordination is best achieved 
through direct and personal contact with the people 
concerned. Direct personal communication is the best 
means of clearing doubts, confusions and misunderstandings. 
A common understanding can be created easily and 
promptly through interpersonal relationships. 

(//) Early Start : Coordination can be achieved more easily in 
the early stages of planning and policy making. Integration 
of efforts becomes difficult once plans that are uncoordi¬ 
nated are put into operation. 

<//7) Reciprocal Relationship : When people appreciate the truth 
that all factors in a situation are reciprocally related, co¬ 
ordination becomes easier. Such appreciation creates an 
awareness of the problems and difficulties of others and 
unilateral action is minimised. 

% 

O'v) Continuity : Coordination is effective when it is a conti¬ 
nuous process rather than a once-for-all activity. Sound 
coordination is not fire fighting, i.e., resolving conflicts as 
they arise. It is the anticipation, in advance, of the con¬ 
flicts and their prevention through a system of continuous 
interchange of ideas and information. Coordination can 
not be left to chance but constant efforts should be made 
for it. 

Techniques of Coordination 

Sometimes, coordination may just happen spontaneously or 
because of voluntary cooperation. But generally, conscious or 
-deliberate efforts are necessary to achieve coordination. It cannot 
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be ordered or entrusted to others. The main techniques of coordi¬ 
nation are : 

1. Sound Planning : Planning is the ideal stage for coordina- 
nation. A manager can achieve coordination by associating others 
in planning. While planning for his own group he should discuss 
the matter with all those who are directly or indireclty concerned 
with his plans. Clear cut objectives, harmonised policies, integrated 
programmes and simple procedure ensure uniformity of action and 
serve as guides to thinking. Different plans should be related to 
each other in a hierarchy. Unity of purpose is a pre-requisite to 
uniformity of action. Every individual must understand the objectives 
of the organisation and his role in the accomplishment of these 
objectives. The programmes and policies must be precise and 
comprehensive to guide action. 

2. Simplified Organisation : A sound and simple organisation 
structure consisting of clear lines of authority and responsibility is 
essential for coordination. It avoids conflicts and misunderstandings. 
Well drawn organisation charts, job descriptions, work manuals, etc. 
also help in coordination. Proper allocation of work and precise dele¬ 
gation of authority make for uniform and harmonious action. The 
lines of authority and responsibility should be clearly defined. 
Coordination can easily be achieved by placing related activities in 
the same department. Matching of job requirements with the 
qualifications of employees also helps in coordination. 


3. Sound Communications : Regular interchange of information 
and opinions helps in resolving differences. Face-to-face .meeting is 
the best means of communication. Committee meetings'and group 
discussions are, therefore, the most common means of coordination 
There must be a common human culture or use of words in des¬ 
cribing activities so that all persons concerned “speak the same 
language.” Committees and conferences promote mutual under- 
standmg that contributes to unity of purpose and uniformity of 
action. They provide opportunity for free and frank exchange of 
views. Personal communication, however, needs to be supplemented 
by written communication in the form of letters, bulletins, manuals, 
reports etc. Besides formal communications, both vertically and 

horizontally, informal communication or grape-vine should be used 

for coordination. Regular and open communication creates an 
organisational viewpoint among the members. Effective commu¬ 
nication is the key to coordination. 

authority ; Perso " al guidance and exercise of 

authority is the traditional means of coordination. The chain of 

tf DI hi‘s nd or them f' n T thod • of coordination. A supervisor because 

subordinate 8 P ? slt,on coordinates the efforts of his 

subordinates. The supervisor uses observation and checking to 

ensure that subordinates work according to plans. Continuous wateb. 
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is necessary to achieve coordinated execution of plans. A supervisor 
explains principles of coordination, illustrates their application and 
regulates efforts. He can directly settle differences of opinions and 
conflicts. He adjusts work loads, provides assistance and advice. 
Authority is the supreme coordinating power in an organisation. 
Effective supervision is essential to proper coordination. 

5. Liaison-men and Staff : Liaison officers can be used to 
maintain close contact between different departments, divisions and 
branches of an enterprise. A common staff group can be a useful 
clearing house of information for different line executives. In some 
organisations special coordinators are appointed for this purpose. For 
example, in a particular project, a project coordinater may be 
appointed along with various functionaries. Such devices can, 
however, be effective only as supplements to other techniques. 

6. Voluntary Coordination : Coordination is most effective 
and permanent when achieved through the willing cooperation of 
employees. Each individual should be willing to work in 
cooperation and harmony with others. Such willingness is found 
when the morale of people is high, when they are wedded to the 
dominant objective, when generally accepted customs and terms are 
in existence and when there are informal contacts between the 
members of the group. Voluntary cooperation or team-work results 
from effective leadership. Leadership creates identity of interests 
and outlook in group efforts. Voluntary cooperation leads to self- 
coordination. Self-coordination is “the effort of independent 
responsibilities to achieve the harmonious or reciprocal performance 
of their own responsibilities.’* 1 Self-coordination arises when each 
person in a group considers the effects of his own action upon others 
and adjusts his activities with those of others. Self-coordination 
is, however, possible only in small groups where there is personal 
contact between individuals. 
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QUESTIONS 

1. "The fundamental functions of management exist at all levels and in 
- all organisations." Discuss. 

1. Alwin Brown : Organisation of Industry , p. 354. 
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, “The administrative tasks of planning, organising superyising and 
controlling Jre'es^ntia. for success in every organisation. Comment 

a “Management is simply the process of decision-making and control 
?* Jrhitman brines for the express purpose of attaining predeter- 

^ned^al/’ In^ the light this statement, discuss the functions of raanage- 

tnent. 

4. Give a generally accepted classification of managerial functions and 
-describe the various functions in brief. 

5 “Coordination is the very essence of management.;’ In the light of 
this statement, discuss the principles and techniques of coordination^ /pW) 

6 Describe the importance of coordination in management. What are 

4he principles of coodination ? Discuss in brief. (Delhi, 1979) 

7 Define management and discuss Henry Fayol’s clas **^V°“ 

.managerial functions. 1VU} 
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Planning and Policy Formulation 

Planning is the management function of anticipating the future 
and determining the course of action to achieve organisational 
objectives. It encompasses decisions about the activities of the 
organisation. A plan is a predetermined course of action. Planning 
involves looking ahead, anticipating difficulties and suggesting steps 
to remove causes before they materialise. Planning is the most 
fundamental function of management as other functions are based 
upon plans. Action follows planning and there is nothing to do 
unless objectives and the ways of achieving them have been decided. 
Planning involves both problem-solving and decision making. To 
plan is to search for alternatives and select from them a future course 
of action. Planning is essentially an attempt at working out a 
rational solution to problems. A plan being a projected course of 
action, forecasting is an essential part of planning. According to 
Fayol “the plan of action is at one and the same time the result 
envisaged, the line of action to be followed, the stages to go through 
and the methods to use.” 1 Acc ordingly^‘‘planning is dg cidmgHn 
advance what_to do . how to doJ t. wjie n todo it and whcTST to do i t.” 2 
These definitions indicate that planning involves the determination of 
objectives and results, thcrselection of the course of action to achieve 
the desired results, the time sequence of activities and the design of 
an orderly sequence of activities. It consists in visualising goals to 
be accomplished, examining ways to accomplish the goals and 
selecting best possible ways of operating the plan. In other words, 
planning involves selection of enterprise and departmental objectives 
and goals as well as determination of the means oLrgaching them. 
Nature of Planning 

An analysis of these definitions reveals the following features 
of planning : 

1. Planning is Purposeful: Planning is not an end in itself but 
a means towards the accomplishment of objectives. Planning has no 
meaning unless it is based on definite goals. Every phn must, 
therefore, contribute positively towards the accomplishment of 
common objectives. 

2. Primacy of Planning : Planning is the primary or basic 
function of management. Plans provide the basis for (or) organising, 
staffing, directing and controlling. Planning pervades all functions of 

1. Henry Fayol : General and Industrial Management , p. 43. 

2. Koontz and O’Donnell : Principles of Management , p. 81. 
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management. It is a prerequisite to action or performance The 
management process is circular. It begins with plann.ng and cnds wUh. 
planning. Successful accomplishment of other managerial functions 
is unlikely without sound and continuous planning. In fact, pl< g 
pervades management process and is a prerequisite of good man ge-- 
ment. A manager organises, staffs, directs, and controls to assure 
the attainment of goals according to plans. 

3. Planning is Universal or Pervasive : Planning is the function 
of every manager. A person cannot really be called manager unless 
he has some responsibility for the planning. Planning is not the sole 
prerogative of top management. It is the function of all managers 
at all levels and in all types of organisations. However, the scope 
and time span of planning is wider at higher levels of management 
than at the lower levels. 

4. Planning is an Intellectual Process : Planning is a mental 
process involving thinking, judgment and foresight. While planning,, 
a manager has to visualise future events and make a conscious 
choice among alternative courses of action. Planning is not mere 
guess-work or wishful thinking. It is a rational exercise based o 
facts and forecasts. The quality of planning depends on the intellec¬ 
tual competence of managers. 

5. Planning aims at Efficiency : Planning seeks to maximise- 
efficiency through optimum utilisation of available res0 ^ ces> 
manager evaluates alternative courses of action to select the most 
efficient one. Thus “managerial planning seeks to achieve a^consist¬ 
ent, co-ordinated structure of operations focused on desired ends. 
Without plans, action must become merely random activity, produc¬ 
ing nothing but chaos.” 1 

6. Planning is a Continuous Process : Planning is a dynamic 
and continuous activity as the assumptions and conditions on which 
it is based change very often. As conditions change, old plans have 
to be revised and new ones set up. Planning should, therefore, be 
flexible enough to permit necessary adjustments. 

7. Planning is Forward Looking : All planning is done with an 
eye for the future. It is, therefore, looking ahead. 

oast experience, present trends and future possibilities, a manger plans 
t<J*SreMre"forfhe-futufe^ ItTF'tJSsecTonly'oiT'lhe maxim 'opkbcfore 
you leap'. Planning involves forecasting, i.e., assessing tBrTGTure 
and making provision for it. 

8 Planning Involves Choice : Planning is basically a Problem 
of choosing or decision-making. The essence of planning is the 
choice among alternative courses of action. There is no need for 
planning if there is only one way for doing something. Plans are 
decisions made in advance of operations. 

1. Billy F. Goetz : Management Planning and Control p. 63. 
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Premises guide plannings. They spell out the “stage" of the expected 
future events which is believed will exist when plans operate. They 
he expected environment of plans.”* Planning premises are 
assumptions about the likely shape of events in the future The 
effectiveness of planning depends upon the accurate knowledge and 
choice of planning premises. Planning premises are derived through, 
forecasting They are forecast data that define the future setting 
against which all planning takes place. Planning premises not only 
are assumptions about the future but also involve predictions. 1 he 
main purpose of planning premises is to facilitate the planning 
process by guiding, directing, simplifying and reducing the degree of 
uncertainty in it. "In order to plan for the future, the -manager 
needs these planning premises for his own formulation ot planning. 
These forecasts are so-called building stones which will form the 
foundation on which the manager can do his own planning.’ 

Type of Planning Premises 

Planning premises may be classified as follows : 


1. Internal and External Premises : Internal premises are those 
which pertain to the firm’s own climate. These include the sales 
forecast, capital investment policies, major programmes of the orga¬ 
nisation, management philosophy, etc. External premises, on the other 
hand, are relating to the external environment of business. They 
concern the political, social, economic and technical forces over which 
the organisation has little control. 

2. Controllable , Semi-Controllable and Uncontrollable Premises : 
Controllable premises are those over which management has full 
control. They relate to materials, money and machines. Plant 
location, expansion programme, research project, etc. are controllable 
premises as they are subject to decisions of management. Uncotrol- 
lable or non-controllable premises are beyond the control of an 
organisation. These refer to war, population trends, natural calmi- 
ties, government policy, price level, etc. Semi-controllable premises 
are assumptions regarding those factors over which management has 
a partial control, e.g. labour turnover, industrial relations, marketing 
strategy, etc. 

3. Tangible and Intangible Premises : Tangible premises are 
those which can be quantified in physical and monetary units, e.g. 
labour hours, units of production, number of machines, etc. Premises 
which can not be expressed in numerical terms are known as in¬ 
tangible premises. Company prestige is an intangible premises. 
In spite of their qualitative nature, planning premises play an 
important role in managerial planning. 

Steps in Planning 


Planning is essentially a decision-making process consisting of 
the following steps : 


1. Koontz and O’Donnell : Principles of Management , pp. 79-80. 

2. Theo Haimann : Professional Management , p. 97. 
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RECOGNITION OF PROBLEM AND 

OPPORTUNITIES 


DEVELOPMENT OF ALTERNATIVE 
COURSE!* OF ACTION 


EVALUATION OF ALTERNATIVES 




i. 


FOLLOW UP TO U^;H| n EFFECT ' VENESS 


Step in the Planning Process 

(0 Recognition : An “warene^s of the nced ^.act.o^» the 
first step in planning. Action may t un ‘* The prob , em 

existence of a P* obl * m ? understood so that suitable 
should be well-defined and unde thu$ involves a 

knowledge of w£ **"<“ “” d *“ * W “ MS 

(if) Establishing re^objectlvesV an essential step, 

gjals settmg up of desTted object, jfio so that people can 

SSS tJTS £ 

‘and'wh«"”.o ?c b complish by .he network of policies, 
procedures, programmes and budgets. 

.(Ill) ItoUW. «-*r »ST “nsf b?SneJ 

made, the ‘collection and dissemination of 

This req^res forecasti g, . tf factors. Forecasting 
data and identification Jicriui* A forecast is an 

implies anticipation. f . t is likely to happen in a 

e?timat CuK Sd of time. Success in planning depends 
g,vcn fulur |p Uinn ing premises are planning 
largely on f< ***g^£ sc J ng e f plan. It is necessary to 

which plans have to be made. 
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channeh^fo * X rhe P di'stributton II1 of tl^new'product.^'niere 

is seldom a plan made for which reasonable alternatives do 
not exist. It is necessary to search for alternatives which 
may not be apparent. 

(v) Evaluating Alternatives : Different alternatives arc examined 
and compared. Their merits and demerits are we.ghed 
in terms of possile costs, risks, capital requirements, etc. 
in the light of premises and goals. 
ivi) Choice: On the basis of comparative evaluation, the best 

course of action is chosen as the suggested plan of action. 
This is the point at which the plan is adopted the point ot 
decision-making. 

(yii) Derivative Plans : Once a basic plan is decided, supporting 
plans are formulated for its execution. Programmes, sche¬ 
dules, procedures, etc. arc the supporting plans. Derivative 
plans are formulated to give effect to and support the basic 
plan. Review and adjustment may be necessary before the 
plan is put into operation. 


Importance of Planning 

Planning is of paramount importance both for an organisation 
and an economy. Modern production and marketing requires much 
thinking before execution. Economic planning has become an indis¬ 
pensable instrument for economic and social development. Speci¬ 
fically, planning is needed for the following reasons : 

1. To Secure Coordination : Planning makes for orderly 
and rational action. The process of thinking and deciding in advance 
the steps to be taken avoids haphazard and irrelevant efforts. Hit or 
miss and trial and error methods are substituted by systematic 
performance. “Without planning, business decisions would become 
random, ad hoc choices, as though a pilot set out without knowing 
whether he wished to fly to London, Hong Kong or Johannesburg.” 1 
Without planning there is likely to be disorder and chaos. Sound 
planning is thus essential to effective coordination. It enables us to 
do things in an orderly manner. It prevents hasty judgment and 
haphazard action. 

2. To Face Uncertainty and Change : Uncertainty and change 
are the rule in business. Planning cannot eliminate uncertainty and 
risk but with planning one can face them with confidence and greater 
chance of success. Planning bridges the gap between present and 
future by indicating what wc are and where we want to go. It avoids 
the tendency to concentrate on what is apparent and to neglect what 
is not. It awakens us to new opportunity and opens up new avenues 

J. Koontz and O’Donnell : Principles of Management, p. 92. 
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for performance besides solving the problems on hand. Planning im¬ 
proves the awareness of the incidence of change and improves ability 
to cope with the threats th:it change brings. Effective planning can 
minimise the dangers of misunderstandings that result from lack of 
information and confusion. Plans serve as blue prints for future 
course of action and help decision-making 

3. For Innovation and Creativity : Planning is foreward looking 
and, therefore, makes people innovate and be creative. Innovation 
and creativity are essential to success in modern business characterised 
by rapid technoloical changes, cut throat competition and increasing 
uncertainties. Planning is, therefore, essential to effective manage¬ 
ment. It encourages self-criticism and throws up new ideas. 


4. To Focus Attention on Objectives : Planning helps by 

focusing attention on dominant objectives. It forces a manager to 

lift his head out of the maze of routine problems and think about the 
future. “Plans alone cannot make an enterprise successful, action is 
required; the enterprise must operate. Plans can, however, focus 
attention on purposes. They can forecast which actions will tend 
toward the ultimate objective . . which tend away . • • and^ which 
arc merely irrelevant.” 1 Planning hleps in building up the necessary 
framework for the performance to tasks of motivation, direction, 
communication and coordination. Planning reduces aimless activity. 

5. To Facilitate Control : Control involves comparison of 
actual performance with desired performance Plans serve as 
standards for evaluation. Control is impossible without planning, 
just as planning is meaningless without control. 

6. To Secure Economical Operations : Assessment of resources 
and setting up of common objectives enables opt^um uUbsation of 
available resources. Duplication and overlapping of 

mised thus reducing costs. "Planning mtn.ni.se . costs because of 
the emphasis on efficient operation and consistency• It subs ‘ ,tu ‘ es 
joint directed efforts for un co-ordinated piecemeal act ;' , ' ty ’ ev * n .^ 
of work for uneven flow and deliberate decision for snaf) jud« 

ment.”> Planning makes it possible for 

would ndt otherwise happen. It improves the competitive strengtn 
of the enterprise. 

7. To Improve Motivation and Morale : Planning improves 

motivation and morale of employees by g |V "jS .. company is 
participation. It defines and makes known of 

trying to achieve. The planning process is an excellent mean, 

communication throughout the organisation. tra ; n i n ’ g ground 
facilitates delegation of authority and is a good training g 

for managers. 

1. Billy E. Goetz : Management Planning and Control , p. 60. 

2. Koontz and O’Donnell : Principles of Management , p. Vi. 
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Nature and Pu rpose of Organisation 


The term organisation is used in business in two different 
L a tructure and as a process. Jn the first sense, organisa- 
sen • TBSSimof hunfan relationships or the net-work of 
‘> on . lS „, 9 | and vertical dimensions designed to accomplish common 
horizontal an e f aul h or ity- r esponsibility relationships 

objectives. «> «£{>"“ group . j t consists of a number of people 

^h'rnmmon purpose, a Communication system, a set of rules and 
an d a network of relationships. It encompasses all 
forna and informal relationships which influence the behaviour of 
lnv^s It is a group of persons working together for a corn- 
employee • f s a syslem atic combination of people; functions 

facilities' all working together to accomplish some desired 
ana as a structure, organisation is the mechanism or frame- 

lii ..J »ork together for the aceom- 
pfishment of certain objectives. This is a static interpretation of 
the term organisation. 

In another sense, organisation is considered as a function of 
management. It is the dynamic process of creating harmonious 
authority-responsibility relationships between different parts of an 
enterprise. It involves division of work into appropriate specialised 
units and creating co-operative relationships between them. In the 
words of Allen “organising is the process of identifying and group¬ 
ing the work to be performed, defining and delegating responsibility 
and authority, and establishing relationships for the purpose of 
enabling people to work most effectively together in accomplishing 
objectives.” 1 .It is thus “the grouping of activities necessary to 
attain enterprise objectives and the assignment of each^ grouping to 
a manager with authority necessary to supervise it.” 2 Essentially 
it is the creation and maintenance of an intentional structure of 
roles. It involves conscious coordination of people towards a com¬ 
mon goal. It consists in classifying and dividing work into 
manageable units. According to Sheldon, “organisation is the process 
of assigning duties to individuals or groups selected for the purpose 
so as to achieve specified ends effectively and economically through 
the coordination and combination of all their activities. 3 In the 
words of Henry Fayol, “to organise a business is to provide it with 
everything useful to its functioning-raw materials, tools, capital, 
and personnel.” 


1. Louis A. Allen : Management and Organisation , p. 57. 

2. Koontz and O’ Donnell: Principles of Management, p. 231. 

3. Oliver Sheldon : The Philosophy of Management , p. 32. 
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Organising defines the role each individual is to play and 
establishes relationships between them. The two interpretations of 
the term are complementary to each other. The process of organis¬ 
ing results in an organisation structure. The human body, a family, 
a college, a business firm are a few examples of organisation. 

dements of Organisation 

An organisation can be differentiated from a mob on the basis , 
of following features of organisation : 

1. Division of Work : Without division of work, there can be 
no organisation. An organisation comes into existence only when 
total work is divided into activities and functions. Divison of work 
is necessary not only because one individual cannot do all the work 
but also because specialisation results in effective accomplishment 
of objectives. 

2. Common Purpose : All organisations have objectives 
separate from the personal objectives of members. An organisation 
structure is not an end in itself but a means towards the accomp¬ 
lishment of some common goal. The goal provides the basis for * 
co-operation among the members and supplies the drive behind 
them. 

3. Coordination : There must be cooperative relationships, both 

vertically and horizontally, between the different departments and 
divisions of the organisation. Organisational goals must be 
coordinated with personal goals. Different functions or activities 
must be properly unified and integrated into a common whole. 
The structure must be such that people can perform together 
effectively. { 

4. Plurality of Persons : An organisation is a group of people 
working together for the achievement of a common objective.. 
A single person cannot constitute an organisation. As stated: 
by Chester I. Barnard, an organisation is a system of coopera¬ 
tive relationships of two or more persons, a structure of human * 
relationships. 

5. Chain of Command : In every organisation, there is a 
central authority from which a chain of authority relationships 
stretches throughout the organisation. There is thus a hierarchy of 
jobs that defines lines of communication, the pattern of relation¬ 
ships and the flows of authority and responsibility. An organisa¬ 
tion structure is thus a structure of authority-responsibility relation¬ 
ships. It is a system of structure and functions. 

6. The Dynamic Element : An organisation is not a mere 
mechanical structure but a living organism arising out ot the 
senffments, attitudes and behaviour of people. The people are™ 
material of construction, their loyalty the foundation and their 
cooperative spirit the mortar that holds the structure together and 
gives it vitality. 
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To summarise, an organisation consists of functional allocation 
of tasks aTody of individuals, a network of authonty-relat.onsh.ps, 
f svstem of communications and a unified pattern of work. The 
nrocess of organising is based on work, people, facilities and 
relationships between them. People competent and wdling to work 
together common purpose or goal to be achieved through joint 
efforts of people, physical facilities and equipment necessary for 
doing the work are the basic elements of an organisation. On the 

basis of these elements, an organisation may be defined as a coor¬ 
dinated structure of specialised activites performed by a hierarchical 
group of persons for the accomplishment of some common objec¬ 
tives. 


Purpose and Importance ' 

Whenever two or more persons work together, there arises 
the need for organisation. Organisation is the time honoured 
mechanism that enables people to live and work together. Human 
beings cooperate to achieve what they can not achieve individually. 

A watch can do what its parts cannot individually doy An 
organisation is the framework within which people can Work in 
cooperation and through which management can get things done. 
“It is the objective of organisation to establish an activity-authority 
environment in which people can perform most effectively.” 1 2 

(Organisations grow out of the human need for cooperation. 
Human beings cooperate together to achieve personal and organi¬ 
sational goals. An organisation is intended to make group action 
efficient and effective. It provides centres for decision-making and 
a system of communication so that individual efforts may be co¬ 
ordinated towards common goals.J “Organising is for the purpose 
of creating relationships that will minimise friction, focus on the 
objective, clearly define the responsibilities of all parts and facili¬ 
tate the attainment of the objective.”* Organisation is the means by 
which management blends human and material resources through 
the design of a formal structure of tasks and authority. It is the 
mechanism for the direction, coordination and control of indivi¬ 
dual efforts. It is the framework of management as it sets out 
total responsibility into logical groupings. If the organisation 
structure is defective, management is rendered difficult and ineffec¬ 
tive. 

According to Brech, the whole and sole purpose of organisa¬ 
tion is the subdivison of the management process by which plans 
are translated into action. However, good may be the plans and 
resources of an enterprise, they are ineffective unless there is sound 


1. Koontz and O’ Donnell : Principles of Management , p. 227. 

2. Spriegel and Lansburg : Industrial Management , p. 401. 
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organisation for effective performance. According to Allen 1 , sound 
organisation is indispensable due to the following resources : 

1. Fascilitates Administration : Sound organisation makes 
for effective management. It enables smooth operation of the 
enterprise by providing a framework within which management 
can perform the functions of planning, direction, controlling, etc. 
“A properly designed and balanced organisation structure facilitates 
both management and operation of the enterprise. Inadequate 
organisation may not only discourage but actually preclude effec¬ 
tive administration-” 2 


2. Makes Growth and Diversification Possible . : Growth 
and diversification become possible due to systematic divison 
of work and consistent delegation of authority. An organisation 
is the framework through which an enterprise grows. It facilitates 
changes necessary for taking up new activities and new lines of 
business. An ideal organisation would provide the flexibility and 
strength necessary for meeting new demands. 

3. Permits Optimum use of Resources : A sound organisa¬ 
tion helps in the optimum utilisation of technical and human 
resources. It avoids duplication of work and overlapping of efforts. 
Optimum’use of technological improvements can be made through a 
sound structure manned with efficient employees. 


4. Encourages Good Human Relations: In a sound orga¬ 
nisation, every individual is assigned the job for which he is 
best suited. The assignment of right jobs to right persons improves 
•job satisfaction and interpersonal relations. W 
clear lines of authority and responsibility facilitate communica¬ 
tion and coordination. 


5. Stimulates Initiative and Creativity : A well-designed 
organisation demands creative efforts and permits extensive 
delegation and decentralisation. By establishing clear-cut account¬ 
ability, it provides recognition for the professional and the-spe- 
• cialist in terms of their achievement. A sound organisation also 
helps in the continuity of the firm by providing scope for the train¬ 
ing and development of executives. 


Describing the importance of organisation, Andrew Carnegie, 
the great American industrialist once said, “Take away our facto¬ 
ries, our trade, our avenues of transportation, our money, but leave 
me with our organisation and, in four years, I will.J? a t v ® !!l C n S ^" 
lished myself.” “Organising is, then, a process by which the manager 
brings order out of chaos, removes conflicts between people over 
•work or responsibility, and establishes an environment suitable for 


1. L.A. Allen : Management and Organisation, p. 62. 

2. Aid. 
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teamwork.” 1 Sound organisation can 9 ontribute greatly to the 
success and continuity of an enterprise, f 

FORMAL AND INFORMAL ORGANISATION 

An organisation may be formal orinformal. 

Formal Organisation 

The formal organisation refers to the structure of formal or 
consciously coordinated relationships between two or more persons 
working towards a common objective. It is made up of official 
authority-responsibility relationships in an enterprise. According to 
^jaSfnard, tffe essence of formal organisation is conscious common 
purpose and formal organisation comes into existence when people 
share a purpose and communicate with one another through the 
formal chain of command. 

Formal organisation is based upon authority and function. 
Formal authority is institutional in character as it attaches to a 
position and a person exercises formal authority only by virtue of 
his position. Formal organisation is deliberate and is based on 
rules, regulations and procedures. It is a system of well-defined 
jobs, each having a definite authority, responsibility and account¬ 
ability designed to enable people to work effectively together. , 

A formal organisation comes into • eing when the activities of 
two or more persons are consciously coordinated toward a common 
objective. Formal organisation is stable and predictable. It specifies 
the freedom of action for each and facilitates coordination. It 
defines the official channels of communication and is based upon the 
concept of rational economic man. It is an effective means of 
integrating individuals into a team. Some formalisation is essen¬ 
tial to clarify policy, to provide security, to- improve control and 
to ensure consistency in decisions. It makes for speed and effi¬ 
ciency and ensures the equitable treatment of people. But intends 
to be inflexible and discourages initiative. It is impersonal and 
requires subordination of personal goals to common purpose. • It 
becomes difficult to adapt to change as rules designed to fit people 
are difficult to apply with changes in personnel. Conformity may 
restrict the scope for personal satisfaction on the job. 

Informal Organisation 

Informal organisation is a natural or spontaneous network of 
relationships based upon needs, attitudes and emotions. It consists 
of small groups which often overlap each other as one person may 
be a member of more than one group. It is that network of per¬ 
sonal and social relations that arises spontaneously and naturally. 
It is personal and human. According toU&miard, informal orga¬ 
nisation is joint personal activity without conscious common pur¬ 
pose though contributing to joint results. It arises from social 

1* Koontz and O'Donnell: op . c//., p. 239. 
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interaction among people inside and outside the enterprise. People 
at different levels in an organisation frequently come into contact 
though formal relations between them require no such contacts.^ 
The sales manager may be in close contact with a factory super¬ 
visor because of' a common hobby. A senior worker may com¬ 
mand greater authority over workers than the supervisor/Infor¬ 
mal organisation arises because it provides social satisfaction to 
people. It helps preserve the integrity of the work group. It fills 
deficiencies of formal Organisation and a good leader can easily 
secure cooperation of emplo yees by using constructively the infor¬ 
mal groups. “It^lightehs the work-load of the formal manager. 
Informal organisation can be used as a useful channel of employee 
communication. It also serves as a safety valve foT employee t 
frustrations and emotions. It provides stability and satisfaction to 
group members. It gives them a sense of securit y and belonging. 
Presence of informal organisation encourages a manager to plan 
and act more carefuly than he would otherwise. f According to 
f Koontz and O’Donnell “informal organisation fosters communica¬ 
tion between people, so that they can perform as a group. It estab¬ 
lishes patterns of behaviour that enable people to perform in a 
group environment.’^ 

Informal organisation has strong group attitudes and a N - 
manager can increase his effectiveness by winning the cooperation 
of informal groups. Employees give their full support to an exe¬ 
cutive who carries the informal leader witfl him. However, infor¬ 
mal organisation tends to resist change and maintain status-quo . 
There may be conflict between organisational goals ^and norms of 
informal groups. Informal communication or the “grapevine” is 
very prone to rumours! A manager has -to control, over-an infor¬ 
mal organisation and he cannot eliminate it. He can make use of 
it to reinforce formal organisation^ A manager should encourage 
informal relationships to ensure haTmonious relations.' Instead of 
considering it a threat to his power a d authority, he should study 
the informal organisations so that it can be used constructively. It 
can be used to break barriers in formal communication. Informal 
organisation is an integral part of total organisation. It is a reality 
that management can ignore only at its own peril. An executive 
has to be alert to the needs and attitudes of informal groups. When 
used constructively, informal organisation reinforces and support* 
the formal organisation., Is is not necessarily a negative force. 

Difference between Formal and Informal Organisation _ 

Formal Organisation Informal Organisation 


v 1. It is created deliberately and 
is consciously planned. * 

2. It is based on delegation of 
authority and may grow to 
immense size. 


It is natural and arises sponta¬ 
neously. 

It arises on account of social 
interaction of people and tends 
to remain small. 


1. Principles of Mcnagementf p. 2 35. 
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-3 It is deliberately in personal 
and the emphasis is on au¬ 
thority and functions. 

4 Rules, duties and responsi¬ 
bilities are written and 
—, clearly defined. 

( 5 . 9lt is shown on the organisa- 
tion chart. 

6. It provides for division of 
labour and has a definite 


It is personal with emphasis on 
people and their relationships. 

It has unwritten rules and tra¬ 
ditions. 

It has no place in the formal 
chart. 

It is structureless and develops 
out of social contacts. 


structure. 

^Formal authority attaches 
.J^to a position. 

8~)Formal authority flows 
downwards. 

9. Formal organisation is crea¬ 
ted to meet organisational 


goals. 


10. permanent 


and stable. 


Informal authority attaches to 
a person. 

Informal authority flows up¬ 
wards or horizontally. 

Informal organisation arises 
from man's quest for social 
satisfaction. 

It is relatively fickle and in¬ 
stable. 


The Process of Organisation 

The building up of an organisation structure is an important 
function of management. The process of organising consists of the 
following steps : 

1. Determination and Division of Work : The first step in 
organising is to determine the tasks required 
ment of established objectives. After determining .he work to be 
performed, the total work is divided into appropriate groups or 
functions. Such division of work provides the foundation or the 
substance of the organisation. Enumeration and definition of iacti¬ 
vities initiates the organising function. Fayol divided business 
activities into technical, commercial, financial, security, accounting 
and ihanagerial. In a modern business enterprise manufacturing, 
marketing, finance, and personnel are considered to be main Junc¬ 
tional areas of business. 


2. Grouping of Activities : The various activities identified 
under the first step are then classified into appropriate departments 
and divisions according to similarities and common purposes. Such 
grouping of activities is known as ‘Departmentauon . Activities 
may be grouped according to functions, products, territories custo¬ 
mers, etc. They may also be grouped on the basis ol most use, 
most interest, competition, coordination and poucy conLo!- Group¬ 
ing of activities is necessary to achieve specialisation, each depart¬ 
ment may be further divided into subunits iC create a logical 
structure. 
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3. Assignment of Duties : The individual departments are 
then allotted ;o different positions and individuals. The duties of 
every individual are defined on the basis of his abilities and apti¬ 
tude. Clear definition of the responsibility of each is necessary to 
avoid duplication of work and overlapping of efforts. Every indi¬ 
vidual is made responsible for the specific job assigned to him. In 
this way duties are assigned to specific individuals. 

4. Delegation of Authority : Once the duties and response 
bilities of every individual have been fixed, he must be given the 
authority necessary to carry out the duties assigned to him. A 
chain of command is created from top to bottom through successive 
delegations of authority. Different individuals are linked horizon¬ 
tally and vertically by establishing formal authority-resposibility 
relationships. Provision is made for the co-ordination of individual 
efforts. 

Thus the process of organising is a series of steps which must 
be undertaken to create a logical structure of authority-responsibility 
relationships. This process involves division of work, placement 
of individuals on jobs, delegation of authority, coordination of 
individual efforts and execution of responsibility for results. 

Principles of Organisation 

“An organisation structure should be designed to clarify the 
environment so that everyone knows who is to do what; to remove 
obstacles to performance caused by confusion and uncertainty of 
assignment; and to furnish a decision-making communications 
network reflecting and supporting enterprise objectives.” 1 2 The 
structure must reflect the objectives of the organisation, the 
authority of management and the enterprise of the environment. 

It must be manned with trained people. In order to create a 
sound organisation, following principles can be helpful: 

1. Principle of Unity of Objective: An organisation and eveiy 
part of it should be directed towards the accomplishment of basic 
objectives. Every member of the organisation should be well 
familiar with its goals and objectives. In the words of Urwick, 
“every organisation and every part of the organisation must be an 
expression of the purpose of the undertaking concerned.*’ The 
application of this principle implies the existence of formulated 
and understood objectives. An organisation structure must be 
measured against the criterion of effectiveness in meeting these 
objectives. 

2. Principle of Efficiency : An organisation is efficient if it is 
able to accomplish predetermined objectives at minimum possible 
cost. An organisation should provide maximum possible satisfaction 
to its members and should contribute to the welfare of the 
community. The principle of efficiency should be applied 
judiciously. 

1. Koontz and O’Donnell : Principles of Management, p.232. 
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, p,, nci nle of Division of Work : The total task should be 
4 a in S a manner that the work of every individual in the 
div ,de d .n such a as far as posslble to the performance of a 

organisation is hm activities of the enterpnse should be 

Si °f ded and grouped as to achieve specialisation. However, the 
sod, ^of divfsionof work does not imply occupational specialisa- 
tjon. C The location of tasks should be on the basis of qualifications 

and aptitude. 

a Principle of Span of Control : No executive should be 
■ h .n sunervise more subordinates than he can effectively 
reqU,r «nn account of the limitation of time and ability, there is 
° n n 't b e > 'number of subordinate that an executive can 
a limit on the nu ef the exact number of subordinates 

*^f, Ct ' V ® S person to person depending upon the nature of the 
S and^basic Actors tha* influence the frequency and seventy of 
the'relationships to be supervised. 

5 The scalar Principle : Authority and responsibility should 
. aclc „ unbroken line from the highest executive to the lowest 

he in a clear u possible, the chain of command should be 

“The more clear the line of authority from the ultimate 
authority for management in an enterprise to every subordinate 
position!the more effective will be responsible decision-making and 
organisation communication. 

A Principle of Delegation : Authority delegated to an 

•-a 

possible to the point of action. 

7 Principle of Correspondence : The duties and autho¬ 
rity-relationships of different individuals must be clearly defined so 
Jha, there is no overlapping and duplication of work. The more 
a position has clear definition of resu ts expected and ac ' , ' , ' ,ies t ° 
be P undertaken, the more effectively individuals can contribute 
towards the accomplishment of enterprise objectives. 

8 . Principle of Absoluteness of Responsibility : The responsi¬ 
bility of the subordinate to his superior is absolute. No superior can 
escape responsibility for the organisation activities of his sub- 
ordinates. 

9. Principle of Correspondence : Authority and responsibility 
must be co-terminus and co-extensive. The responsibility exacted 
from a position should be commensurate with the authority 
delegated to that position, and vice versa. 

1. Kooniz and O’Donnell; op. cit., p.425. 
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10. Principle of Unity of Command : Each person should 
receive orders from only one superior and be accountable to him. 
This is necessary to avoid the problems of conflict in instructions 
and divided loyalty and to ensure the feeling of personal responsi¬ 
bility for results. 

11. Principle of Balance : he various parts of an organisa¬ 
tion should be kept in balance and none of the functions should be 
given undue emphasis at the cost of others. In order to create 1 
organisational or structural balance, it is necessary to maintain a 
balance between centralisation and decentralisation between broad 
span of management and long lines of communication, between line 
and staff, etc. 

12. Exception Principle s Every manager should take all 
decisions within the scope of his authority and only matters beyond 
the scope of his authority should be referred to higher levels of 
management. In other words routine decisions should be taken at 
lower levels and top management should concentrate on matters 
of exceptional importance. This is also known as authority level 
principle. 

13. Principle of Coordination : There should be an orderly 
arrangement of group effort and unity of action in the pursuit of 
a common purpose. The purpose of organising is to secure unity 
of effort. 

14. Principle of Flexibility : The orgainsation must permit 
growth and expansion without dislocation of operations. Devices, 
techniques and environmental factors should be built into the 
structure to permit quick and easy adaption of the enterprise to 
changes in its environment. 

15. Principle of Continuity : The organisation should be so 
structured as to have continuity of operations. Arrangements 
must be made to enable people to gain experience in positions 
of increasing diversity and responsibility. 

It must be noted that this is not an exhaustive list of 
organisation principles. Moreover, these principles are truths of 
general application. They are not as precise or universal as the 
laws of pure science. They are more *in the nature of guides to or 
criteria for good oigani.'ing. 

DEPARTMENTATION 

One of the important steps in organising is the classification 
and grouping of activities into logical units or departments. A 
department is a distinct area, division or section of an enterprise 
over which a manager has authority for the performance of specified 
activities. Dcpartmentation involves grouping of activities and 
employees into departments. It is the process of classifying the 
activities or operations of an enleiprise into appropriate units for 
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th _ ouroose of administration. It consists of the identification of 
^ks analysis of each task, description of functions grouping of 
related functions to a separate department and delineation of the 
authority and respo. sibility of departmental heads. 

The need for departmentation arises because of the limitations 
nf scan of control. A single executive can not manage an unlimited 
OI nf subordinates. Through departmentation a large and 

monolithic organisation can be divided into smaller, flexible adminis- 
rrative units. Departmentation enables a large firm to secure the 
l^nefits of flexibility and control. It limits the number of subordi- 
to a manageable level. “The limitation on the number of 
subordinates that can be directly managed would restrict the size of 
nterorises if it were not for the device of departmentat.cn. 
Grouping activities and employees into departments makes it 
risible to expand organisations to an indefinite degree.” 1 Depart- 
tw#*ntation also makes direction and control effective by enabling 
JnJrv'cement to concentrate attention on well-knit units. Ft provides 
IhP benefits of specialisation and creates a feeling of autonomy, 
r^nartmentation helps in fixing responsibility and in the develop¬ 
ment of executives. It simplifies the task of management and 
facilitates appraisal of employee performance. Ft provides a basis 
for co-ordination and control. However, departmentation is not 
end in itself but is simply a means of arranging activities to 
facilitate the acco i plishment of organisational objectives. More¬ 
over rigid departmentation may create problems of coordination. 


Bases (or Types) of Departmentation 

Departments can be created in the following ways : 

1.’ Dcpartmentaiion by Functions : Activities may be grouped 
into departments on the basis of the functions they perform. The 
basic enterprise functions consist of production, selling, financing, 
etc. Functional departmentation is the most widely used basis for 
organi ing activities. Once the basic functional departments are 
created, further departments may be created on the basis of minor 
or subsidiary functions like advertising, marketing research, etc. 

Functional departmentation is a logical and time-proved 
method. It is based on specialisation which makes for efficiency in 
the utilisation of manpower. It makes it easy and conveninent for 
the top management to oo-ordinate and control the activities and 
fix responsibility for results. The power and prestige of the basic 
activities is defined by the top managers. However, functional 
departmentation tends to de-emphasise the overall objectives of the 
enterprise. Functional managers may try to build their own depart¬ 
ments at the cost of the business as a whole. Isolated thinking and 
autonomous action makes coordination difficult. A functionally 
organised company is not the best training ground for promotable 
managers. 

1. Koontz an O’Donnell : op. c/7., p. 259. 
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2. D op ar (mentation by Product or Service : In a large multi-line 
enterprise, grouping of activities or. the basis of product or service 
makes for flexibility and efficient management. Each product is 
organised separately with its full set of manufacturing, selling and 
other functions. Each department becomes a self-contained unit. 
For instance, a company producing sweets, beverages and bread 
may have three departments each having its production, sales, 
accounting, etc. Product departmentation thus “involves establish¬ 
ing each product or group of related products as relatively autono¬ 
mous integrated unit within the framework of the company as a 
whole.” 1 Each departmental head is given extensive authority over 
the manufacturing, sales and other functions that relate to a given 
product or product line. 

Product departmentation “facilitates the employment of 
specialised capital, makes easier a certain type of coordination, and 
permits the maximum use of personal skills and specialised know¬ 
ledge.” 2 it becomes possible to fix responsibility for results on 
product managers and to evaluate the contribution of each product 
line to total profit. As each product manager is required to supervise 
the diverse functions of production, sales, etc. relating to a particular 
product, there is a wide scope for the training and development of 
top executives. Product departmentation is particularly preferable 
in multi-product enterprise, each product requiring particular 
attention because cf its distinct characteristics. Product depart¬ 
mentation can also be used in service enterprises like banks, 
insurance companies, hotels, etc. In such cases, it makes for better 
timings and customer service and product managers may be required 
to achieve predetermined profit goals. However, product depart¬ 
mentation creates difficulties in coordination and 'may lead to 
instability of the organisation structure. Product managers tend 
to centralise power in their own hands and may rival the chief 
executive. This method is uneconomical in those enterprises where 
full use can not be made of the specialised facilities and skills of 
different product groups. 

3. Departmentation by Territory : Under this method, alt 
activities in a given area or territory are grouped and assigned to a 
manager. Territorial departmentation is adopted when similar 
operations are undertaken in different geographic areas, as in chain 
stores. This departmentation seeks to take advantage of certain 
economies of localised operation and to reduce the time and costs- 
involved in transportation of products. 

Territorial or geographic departmentation is especially useful 
to a large scale enterprise whose activities are physically or geogra¬ 
phically spread. It permits attention on local factors such as 
customs, preferences, culture, etc. It provides an opportunity to- 
train managers as they look after the complete operations of a 

1. L.A. Allen ; Management and Organisation , p. 90. 

2. Koontz and O'Donnell : Principles of Mcnagement , p. 269. 
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- 1 territory. “Territorial departmentation provides numerous 
partlC a U erial positions at levels, where the firm'can afford to permit 
ma °Ss to gain experience. Many minor supervisory positions 
employees .jS whgn olher bases G f departmentation are chosen, 

? re . ojve the breadth of experience a branch or district manager 
but tew Geogra phic location of departments ensures prompt 

/Sfverv'to customers and helps in the intensive exploration of local 
de v k However territorial departmentation creates problems 
^communication due to geographical distance between depart- 
1 i! lt may also make coordination and control difficult. But the 
‘ 0 r coordination is not very difficult in vcw of the advanced 
means of communication such as telephone, telegraph, telex, etc. 


4 Departmentation by Customers : This basis of departmenta- 
♦inn involves grouping of activities according to the type of customer 
tn be served. For instance, a commercial bank may have 
different departments to serve manufacturers, traders, farmers, etc. 


Customer departmentation is suitable when the market is 
made up of distinct groups of customers. It enables the enterprise 
to cater to the specific requirements of clearly defined customer 
groups. The special and widely varied needs of customers for 
clearly defined service impel suppliers to departmentalise or, this 
basis The needs of wholesalers and retailers vary and a producer 
may employ specialised salesman to cater to the specialised require¬ 
ments of both. Similarly, departmental store often has different 
departments for children’s, women’s and men’s clothings or shoes. 


However, customer departmentation makes coordination 
difficult between sales and other functions as this basis is applied 
to the sales function. Managers of customer departments may 
create pressure for special facilities. There is possibility of under¬ 
employment of facilities and manpower specialised in terms of 
customer groups, especially during recession when sales of some 
customer groups go down. 

5 . Departmentation by Process or Equipment : Sometimes 
activities are grouped on the basis of manufacturing processes or 
equipment used in production. For instance, a job machine shop 
may be grouped into process departments of lathe work, milling, 
drilling, grinding, etc. Such grouping of activities is known as 
process departmentation. Manpower and materials are brought 
together in such a department in order to carry out a particular 
operation. Such departmentation is generally employed by manu¬ 
facturing enterprises, especially at the lowest level of organisation. 


The pupose of process departmentation is to achieve economy 
of operations. The machines may be placed with respect to other 


1. Koontz and O'Donnell : Principles of Management, p. 269. 
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equipment in such a way that a scries of operations on materials 
is feasible. A printing press is often organised into composing, 
proof-reading, printing and binding departments as a matter of 
economy and convenience. Process departmentation has the ad¬ 
vantages of specialised supeivision, deployment of skilled manpower 
and economical layout of facilities. 

The above discussion shows that each method of departmenta¬ 
tion has its own advantages and disadvantages. Sometimes a mixture 
of two or more basis is used. For instances, a wholesale drug 
form may group the buying and selling activities relating to 
beverages in one product department and all other selling activities 
on a territorial basis. The purpose is to group activities in the 
manner which will enable best accomplishment of enterprise objec¬ 
tives. 

Key Factors in Departmentation 

While selecting a suitable basis for departmentation, the 
following factors should be duly considered : 

1. Specialisation : Departmentation should permit optimum 
divison of labour or specialisation. According to Fayol, the more 
an organisation structure reflects the economic division of work in 
an enterprise through grouping of activities in departmental 
firm, the more efficiently and effectively it tends to aid per¬ 
formance contributing to enterprise objectives. However, extreme 
specialisation should be avoided as it stifles motivation and 
initiative. 

2. Coordination : Coordination is necessary to ensure that 
different activities contribute maximum towards the achievement 
of common objectives. To facilitate coordination different activi¬ 
ties requiring different skills may be grouped together under a 
single executive. 

3. Control : Departmentation should enable management 
to measure performance and to hold people accountable for results. 
It is desirable to make a clear break between the duties of different 
departments so as to fix responsibility on particular executives. 
Activities should be so as to grouped that one group acts as a check 
on the other and the performance of one department can be checked 
by comparison with the other. 

4. Adequate Attention : Activities requiring special atten¬ 
tion may be grouped in a separate department. The various acti¬ 
vities should be given adequate attention depending upon their 
relative contribution to the accomplishment of enterprise goals. 

5. Economy : The additional expense involved in creating 
each separate department should not be too high and should be 
worth the benefit accruing from departmentation. The costs of 
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departmental should be balanced against the benefits resulting 

from it. , , 

a local Conditions : While forming departments due 
6 -'.v,n should be given to local conditions, e.g., the quantity 
oSlabfe manpower, fhe pattern of informal relationships, cus- 

toms, etc. . , 

7 Human Consideration : Departmentation should not 
C fnllv on technical consideration but it should also take into 
f nn U siderSion human aspects of work. The culture, the activities, the 
vafuf system, etc. of members of the organisation should be 
considered to ensure efficient grouping of activities. 
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UNIVERSITY QUESTIONS 

I. Define organisation. What are the elements of an organisation? ^ 

, ••Efficient organisation is the basis of successful enterprise". In 
2 ' thelight of this statement, discuss the purpose and importance of 

organisation. 

3 Distinguish between formal and informal organisation. What is the 
importance of informal organisation to management . 

4. Discuss t he various steps in the process of organising. 

5. Explain in brief the principles of organisation.^ ^ m6) 

6. What is departmentation? Describe some of the important types of 
departmentation. 

7. What is an organisation structure ? Describe the various types of 

organisation and there relative suitability. (Delhi 1974) 
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Delegation and Decentra lisation 

1 lie terms delegation and decentralisation are very propular 
in management literature. At the same time, they are one of the 
most contused terms in the art and science of management. They 
are subject to varying interpretations and distinction between the 
two is not clear. To some people delegation and decentralisation are 
one and the same thing, while to others, there is a certain amount 
ot ditterence between them. An attempt has been made in this 
chapter to explain the meaning of these terms and to bring out 
clearly the distinction between them. 

DELEGATION OF AUTHORITY 
Meaning of Delegation 

As the chief executive can not do all the work in an organisa¬ 
tion, he must share his authority with others. The process of grant¬ 
ing authority to subordinates and exacting responsibility from them 
is known as delegation of authority. Authority is said to be dele- 
gated when a superior vests power in a subordinate. (^According to 
Allen delegation is “the process a manager follows in dividing the 
work assigned to him so that he performs that part which only he, 
because of his unique organisational placement, can perform effec¬ 
tively, and so that he can get others to help him with what 
remains. ,x ^ 

In other words, delegation takes place “when one person gives 
another the right to perform work on his behalf and in his name, 
and the second person accepts a corresponding duty or obligation to 
do what is required of him.” 1 2 

Delegation authorises the manager to act in an independent 
manner. T he executive who delegates authority retains the right to 
command his subordinates. He can reduce, enhance or withdraw 
the delegated authority. Delegation presupposes the existence of 
authority, as no executive can delegate authority which he himself 
does not possess. 

It is a process of entrusting authority to others to make deci¬ 
sions their supervisor would otherwise make. Delegation may be 
written or oral, formal or informal and general or specific. In gene¬ 
ral delegation, a subordinate is asked to manage under the overall 
supervision of a superior. Under specific delegation, authority for 
specific functions is granted to a subordinate. At higher levels of 
management delegation is general, while at lower levels it is mostly 
specific. 

1. Louis A. Allen : Management and Organisation, p. 116. 

2. O.S. Hiner : Business Administration, p. 167. 
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Delegation of authority is l 2 £ e ^nisation but one-man opera- 
without delegation ‘here.can^be ^8 hjs personal capacity, his 

tion. Once a manager s job' grots beyona P tion . Delegation 
success lies in multiplying himself throug^ forma | orga- 

creates a chain of . com "^ r ' d n f delegation and resulting relationship 

££&. »- - 

development of future executives. 


Importance of Delegation 

Delegation of authority is an important technique,of ® a ™f£ 
ment It reduces burden on the top executives. By relieving titem 
of routine work it enables them to concentrate on more important 
fssies Delegation leads to faster decisions as authority lies near 
Jhe point of action. Delegation also helps to improve the 
motivation and morale of employees. It satisfies their needs f 
recognition and responsibility and provides an opportunity t 
exercise authority. It helps in the training and development of 
executives. 

Delegation has been described as the dynamics of management 
because one can not get things done through others without de 
gation. The manner of delegation determines su P en f , e r :^° rd,n ^ 
relationships and influences the efficiency of £ deflations 
organisation is nothing more than a sound pattern of dcl «8*‘ 10 “ s ; 
“Many studies of management indicate that a principal reason to 
the failure of managers lies in their inability to delegate authority. 


Elements of Delegation 

The process of delegation involves the following steps : 

1. Assignment of Duties : A superior defines the work to be 
done by the subordinate. Before assigning duties to subordinates, an 
executive subdivides his job and allocates a part of it to his subordi¬ 
nates. He also defines the results expected from subordinates. 

2. Granting Authority : An executive then confers on his 
subordinates the right or power necessary to perform the duties 
assigned to them. Subordinates are authorised to use resources, 
represent the superior, etc. 


3. Exacting Responsibility : Exaction of responsibility implies 
creating an obligation to carry out responsibility and render an 
account of the results achieved through the use of delegated 


1. Newman and Summers : Process of Management, p. 82 

2. Koontzand O’ Donnell : Principles of Management, p. e>7. 
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authority. The subordinates must be held accountable for the 
exercise of authority granted to them. By accepting the duties and 
authority, a subordinate becomes responsible to his superior. An 
executive can not abdicate his responsibility to his own superior by 
delegating authority. He must, therefore, create an obligation on the 
part of his subordinate and ask for an account of his activities from 
mm. Delegation does not mean giving a man a task and then leave 
him to sink or swim. 


P u *y» authority and responsibility are thus the basic elements 
ol delegation. “These three inevitable attributes of delegation are 
hke a three legged tool, each depends on the others to support the 
whole, and no two can stand alone.” 1 These concepts are described 
below : 

Duty refers to the task which an individual is expected to 
perform. It is the work that defines the role of an individual in the 
organisation. Duty may be defined in terms of a specific function, 
to sell goods in a particular locality or in terms of results, e.g. t 
to sell a particular quantity in a day. 

Authority 

It is the right to decide and command others. “Applied to 
the managerial job, authority is the “power to command others, to 
act or not to act in a manner deemed by the possessor of the autho¬ 
rity to further enterprise or departmental purpose.*' 2 In other words, 
authority is the sum total of rights and powers that are necessary to 
do a job. According to Fayol, “authority is the right to give orders 
and power to exact obedience'*. Right and power are inter-related, 
so that authority is both the right to do something and the power 
to do it. A manager’s authority is his privilege to take decisions 
and the power to enforce those decisions. Authority also includes 
the right to use organisational resources. 

Authority is the key to the executive job and the binding force 
in an organisation. An organisation is built on authority relation¬ 
ships between the members of a group. Authority is indispensable 
to organised human action. An executive can not get things done 
through others without the right to command them. However, 
authority does not imply authoritarian use of rights and powers. 

Source of Authority 

Opinion is divided on the source of authority. Three different 
views are available on the source of authority. 

1. Formal Authority Theory : According to one view, authority 
originates from the institution of private property. The ultimate 
authority in a joint stock company lies with the shareholders by 

1. Newman and Summers : The Process of Management , p. 60. 

2. Koontz and O’ Donnell : Principles of Management , p. 49. 
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SavX be retarded as formal authority. Formal authority always 
Zws from topto bottom and may, therefore, be called Top Down 
Authority', ft is the authority of position. 

2. Acceptance Theory : A second and new concept of authority 
: lha , the real source of managerial authority lies in the acceptance 
^ subordinates of the orders of a superior. Formal authority 
becomes ineffective if subordinates do not accept the command o 
an executive. Subordinates are free to accept or reject the formal 
authority of a manager. They will not accept it >f they fi , nd ‘ h *r 
the advantages of acceptance are lesser than the disadvantages of 
non-acceptanee. ''You can lead a horse to water but you cannot 
make him drink.” Due to strong trade unions, formal authority has 

become greatly ineffective. Today’s executive has to rely more on 
persuasion rVther than on command to ensure compliance with 

orders. A manager is effective today when he is able to secure will¬ 
ing cooperation and enthusiastic acceptance from subordinates. 
Formal authority is essential for a managerial job but it io not a 
very ellective tool. A subordinate accepts his superior s orders not 
merely because of the fear of losing monetary and other rewards but 
because he believes that the orders are consistent with organisational 
goals and because they will result in the achievement of his personal 
goals. He may also accept authority because of moral obligation 
or to gain appreciation from colleagues or to set an example lor 
others. According to Chester I. Barnard, “the necessity of the assent 
of the individual to establish authority for the superior is inescap¬ 
able.” 1 


According to this view authority flows from bottom to top and 
is therefore, ‘Bottom up authority.’ But the theory overlooks the 
powerful impact of social institutions and over-emphasises sanctions 
that a manager can use. In other words ‘'Acceptance theory inter¬ 
prets authority as leadership (the ability to persuade others to work 
well to accomplish group goals). Authority is more comprehensive 
than this. The theory does not explain manager s authority to deal 
with units, to raise capital, to buy products, etc.” 2 

3. Competence Theory : A third view is that authority flows 
from the personal qualities or technical competence of a person. 
Some people may have no formal authority but their expert advice 


1. Chester I. Barnard : The Functions of the Executive , p. 167. 

2. Koontz and O'Donnell : Principles of Management, p. 63. 
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is sought and carried out as an order. Such authority is authority 
of knowledge or technical authority. Staff specialists, for instance 
possess authority due to their expert knowledge. Subordinates 
accept the authority of a manager by virtue of his knowledge, skills 
and experience. It is thus the authority of personality. 

Responsibility \§y 

It is the obligation of a subordinate to carry out the duties A* 
assigned to him. By accepting delegated authority, a subordinate \ r . 
incurs a responsibility to use the authority as desired by the ^ 
delegator. Authority presupposes the existence of responsibility. N 
“Viewed, internally with respect to the enterprise, responsibility may 
be defined as the obligation of a subordinate, to whom a duty has 
been assigned to perform the duty. The essence of responsibility is 
then obligation. Responsibility has no meaning except as applied ' 
to a person; a building, a machine or an animal cannot be held 
responsible.” 1 It is an obligation of an individual to perform the 
assigned duties to the best of his ability and as per the instructions 
.cf the superior. 

Responsibility is a concomitant of authority. A person who 
has authority has a corresponding responsibility for the proper use 
of the authority given to him. Authority flows from a superior to 
a subordinate while responsibility flows from a subordinate to a 
superior. If organisational efficiency and morale are to be optimal, 
responsibility and authority must be in balance. Responsibility may 
be a continuing obligation or a temporary obligation. A production 
manager has a continuing obligation to the general manager. A 
consultant who works under a contract may have no obligation once 
the contract is fulfilled. 

Responsibility is a personal attribute. It is an obligation to 
one’s own superior. No person can shift his responsibility by 
delegating his authority to others. A sales manager has responsi- 
bilitv for good sales to the general manager. He docs not make 
sales himself but authorises his subordinates to do so. Still he 
remains responsible to his superior. Whether an individual exercises 
the authority himself or gets it exercised through others, he remains 
responsible to his own superior for proper performance. Thus, 
responsibility is absolute and can never be delegated or shifted to 

others. 

Accountability 

A distinction should be made between reponsibility and 
accountability. Responsibility is the liability for the proper discharge 
of assigned duties. Accountability is, on the other hand, a subordi¬ 
nate’s obligation to render an account or report of his activities to 
bis superior. It is the obligation of an individual to report formally 

1. Op.cit., p. 65. 
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to his superior on the discharge of his responsibility. ‘To be account¬ 
able is to be answerable for one’s conduct in respect to obligation 
fulfilled or unfulfilled .” 1 

Accountability grows out of responsibility and goes hand in 
hand with it. A person who is responsible for something is also 
accountable for the results. Responsibility is the obligation to per¬ 
form assigned tasks, accountability is the reporting of performance. 
Accountability makes responsibility meaningful and completes 
the process of delegation. In practice, however, accountability and 
responsibility are used interchangeably or as one and the same. 
Responsibility being the more common term, it is often used 
exclusively for both the terms. 


Principles of Delegation 

Delegation is essentially an art, but it has certain working rules 
or fundamentals. These fundamentals or principles serve as broad 
guides to the manager who wants to delegate authority. These 
principles are as follows 3 : 

1. Functional Definition : The activities in an organisation 
should be grouped according to enterprise functions. Clear defini¬ 
tion of work to be done enables delegation of the right amount of 
authority. The limits of authority should be clearly defined. 

2. /Scalar Principle : There must be an ultimate source of 
authority'and from that source authority should flow to various 
positionsin clear lines. There should, in other words, be a chain 
of direct authority relationships throughout the organisation. Every 
one must know from whom he gets authority and to whom matters 
beyond his authority must be referred. \ 

J 

3. Authority Level Principle : Only those decisions that cannot 
be made at a given level of authority should be referred to the 
higher level. An executive must avoid the temptation to make 
•decisions for his subordinates. 


/ 4- Unity of Command: Every one should at a time receive 
N j£»fder and be responsible to only one superior. Dual subordination 
results in conflicts, division of loyalty and lack of personal responsi¬ 
bility for results. No person can serve two masters at the same 
time equally well. Moreover, unless a manager has total command 
over his subordinates, his position becomes undermined. 

'\jf^Delegation by Results Expected : Auothority should be 
delegated according to the results expected from subordinates. 


1. Peterson and Plowman : Business Organisation and Management , p. 104. 
-2. Bated on Koontz and O’Donnell : Principles of Management, pp. 73-76. 
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Delegation is effective when based upon the objectives desired to be 
accomplished. 


6. Absoluteness of Responsibility : Responsibility can not be 
x ''defegated. An executive cannot abdicate his obligation to his 
superior by delegating his authority. He rather increases his 
responsibility as he becomes accountable for the results and actions 
of the subordinates in addition to his own actions. 


7. Parity of Authority and Responsibility : Authority and 
responsibility should be coextensive and coterminous. It is unfair 
to hold a person responsible for something over which he has no 
authority. Responsibility without authority causes frustration, and 
authority without responsibility results in misuse of power. There 
need not be mathematical equality between authority and responsi¬ 
bility but the two must go together if the results are to be achieved 
efficiently. 


Difficulties in Delegation 


Delegation of authority is an elementary art of management, 
but h-is not practised well very often. There are several obstacles 
in the way of effective delegation : 


(i) On the Part of the Superior : A manager may not delegate 
effectively because of the following factors : 


(a) He may feel that he can do the job better than any one 
else. He may exaggerate his abilities. Even when it is true, delega¬ 
tion is necessary to develop'future executives. 


take 

and 


risk and tolerate 
conservative in 


( b ) An executive may\not like to 
mistakes. He may be top cautious 
temperament. 

(c) The boss may not ha^e confidence in the competence and 
capabilities of his subordinates and may consider himself 
indispensable. 

(d) Some executives are not receptive to others* ideas and do 
not like to give others a chance to piove their worth. 

(e) The boss may like to dominate decision-making. He 
wants to make his presence felt everywhere. He may be of an auto¬ 
cratic type or may be unable to direct and control other people, 
in the use of delegated authority. He may have a passion for 

or there may be absence of controls that 


power 


can warn of 


covering troubles. x 

(/) An executive may fear that subordinates may overshadow 
his position. He feels that delegation undermines his influence and 
prestige in the organisation. 
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(, 7 ) On the Part of Subordinates : Subordinates may not be 
willing to accept responsibility and exercise authority because : 

(a) They may lack self-confidence because of incompetence or 
fear of failure. 

(b) Subordinates may fear criticism or may have been victims 
of undue criticism for committing mistakes. 


(c) Some people prefer to depend upon the boss for decision¬ 
making. They violate the authority level principle and like to play 
safe. 

(d) Subordinates may be unwilling where required information 
and facilities are not available or when effective communication is 
lacking in the organisation. 

(e) There may not be sufficient incentives, e.g. t recognition 
and reward Of successful delegation. Subordinates will not accept 
delegation when they are already over-worked or feel that delegation 
will merely increase burden on them. 

(/) Subordinates may be already over-burdened with work. 
Inadequate planning, defective organisation and inefficient com¬ 
munications ^re other obstacles in the way of delegation of 
authority. 

Guidelines for Effective Delegation 


Delegation can be made effective by adhering to the principles 
of delegation. Following are additional hints for making delegation 
effective : 

(/) Proper Planning : Before delegating, an executive should 
define clearly and precisely the objectives to be achieved and the 
results expected so that subordinates know why their work is 
necessary and important. Delegation does not simply mean 
turning a job over to subordinates. Without definite assignment, 
delegation will remain weak and ineffective. Subordinates should 
know clearly the limits of their authority and responsibility. 

(ii) Right Personnel : Authority should be delegated to those 
who are competent and willing to accept it. People should be 
selected in the light of the job to be done and should be properly 
trained for the purpose. 

WO Effective Communication : There should be free flow of 
information and ideas between a superior and his subordinates. 
A two-way communication system is essential so that the superior 
can give clear and precise instructions and the subordinate can 
seek the necessary clarifications and guidance. 

(iv) Appropriate Incentives : Suitable financial and non-financial 
incentives should be provided so that subordinates are willing to 
accept delegation. 
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(v) Controls : Proper control should be established to ensure 
that subordinates exercise the delegated authority properly. Controls 
should not restrict delegation but be broad indication of deviations 
from plans. 

(vi) Completed Work : An executive should insist on completed 
work from his subordinates. He should be available for guidance 
tut should not make decisions for them. 

(v/7) Subordinates should be properly trained so that they may 
accept and execute delegated authority. 

CENTRALISATION AND DECENTRALISATION 

Centralisation and decentralisation are counter forces that 
shape and reshape an organisation. The terras are often used to 
refer to the geographical concentration or dispersion of activities of 
operations of an enterprise. For example, the L.I.C. has offices all 
over the country. But this is mere physical dispersion of business 
activities. In management, centralisation and decentralisation refer 
to the location of decision-making authority in an organisation. 
When authority is delegated throughout the organisation, so that 
decisions are made largely near the point of action, it is decentra¬ 
lisation. On the other hand, when authority is concentrated 
largely at higher levels of management and majority of decisions 
are made at a level higher than the point of action, there 
is concentration. “Authority delegations may be extensive or 
limited. Much authority delegated through the echelons of an 
organisation is referred to decentralisation of authority, while 
authority is said to be # centralised wherever a manager delegates 
little of it.” 1 According to Allen, centralisation is “the systematic and 
consistent reservation of authority at central points in an organisation, 
w'hile decentralisation refers to consistent and systematic delegation, 
to the lowest levels all authority except that which can only be exer¬ 
cised at central points.” Centralisation denotes that a majority of the 
decisions having to do with the work being performed arc not made 
by those doing the work but at a point higher in the organisation. 
Decentralisation, on the other hand, refers to the dispersal of 
decision-making power throughout the organisation. Centralisation 
implies holding of authority at the top of the organisation while 
decentralisation refers to the dispersal of authority at all levels of 
management. 

It must be clear that every organisation is both centralised 
and decentralised. Absolute centralisation is impossible as it means 
no organisation but ono man operation. Similarly, there cannot be 
absolute decentralisation as higher levels will cease to exist when all 
authority is delegated to lowest levels. Centralisation and decentrali¬ 
sation are, therefore, relative terms and not absolute. They are ten¬ 
dencies or qualities like “hot” and “cold”. It is a matter of degree 

I. Koontz and O’Donnell : Principle t of Management , p. 70. 
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. . . n , The crux of the matter is how much authority is to be 
not kind. The crux oj h : lo be delegated to lower levels, 

reserved at the top and how mach^.obe to be held at or 

It require* careful s i be hed down the organisation 

near the top and or decentralised when authority lies 

S, .Tl aaion On the other hand, it is highly centralised 

at the point ol action. . with held or concentrated at the 

wh en author.* Tte ^degree of decentralisation can be 

measured by the number scope and Importance of decisions made 

tinn In broad terms, “everything that goes to increase the impor¬ 
tance of the subordinate’s role is decentralisation, everything which 
.goes to reduce it is centralisation.” 

^/decentralisation and Delegation 

Decentralisation and delegation arc closely interlinked Both 
the terms refer to dispersal of authority. But they are not one and 
the same thing and distinction between them must bed early under- 

stood Delegation refers to the entrustment of authority by one 
in dividual to another. Decentralisation, on the other hand, implies 
-sy tematic and consistent delegation of authority at a 1'levels, and in 
all functions in the organisation It is the sumtotalorpat^m 
delegations. It is a systematic efTort made for delegatmg authority 
to the lowest levels in the organisation. It arises , w # h f ei ).^ e r( ^ l 2 | t 1 , ,“ a ^ 
authority to command and ultimate responsibility for results is 
localised as far as down in the organisation as efficient management 
of the organisation permits. Decentralisation is thus wider > n scope 
and consequence than delegation. * Although closely re ated to 
delegation of authority, decentralisation is more, it is a philosophy 
of organisation and management, implying both selective dispersal 
and concentration of authority. It requires far more than simply 
handing over authority to subordinates.” In other words, decen¬ 
tralisation is an extension of delegation. To the extent, authority 
is not delegated, it is centralised. 

To summarise, there are following differences between dele¬ 
gation-ami decentralisation : 

/(if Delegation is individualistic, while decentralisation is total- 
isfic in^riture. \ Former involves only two levels or individuals - 
a superior and 'a subordinate. The latter encompasses several levels 
or executives. ^Delegation is personal, decentralisation is orgamsa- 
tion-widex 

(//) Delegation can take place from one person to another and 
a complete process. But decentralisation is complete only when 


be 


1. Henry Fayol : General and Industrial Mangement , p. 34. 

2. Koontz and O’ Donnell • Principles of Management , p. 350. 
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the fullest possible delegation is made to all individuals and in all 
functions in the organisation. In other words, delegation is the 
proces^Jiile decentralisation is the resultant structure. 

/A/(,7i') The degree of delegation may vary from department 
tp department. Decentralisation being an organisation-wide concept 
N ''wdoes not vary between the parts of a single organisation. 


(iv) When delegation takes place between one executive and 
his subordinates, control is retained at the higher level. In case 
of decentralisation, operating control is passed on to the lower 
levels to facilitate self-regulation and control. 


\jfec 


(v) Delegation as the process of securing work is essential.. 
^centralisation as the philosophy of management is optional. 


It needs to be pointed out that both centralisation and 
decentralisation have advantages and disadvantages. The aim 
should, therefore, be to find out the appropriate balance between 
the two for a particular organisation. The advantages of centra¬ 
lisation are the disadvantages of decentralisation and vice versa - 
One need consider, therefore, only decentralisation. 






Advantages (Pros) of Decentralisation 

(/) It relieves top executives from operating details, so that 
they can concentrate on more important problems of policy-mak¬ 
ing and control. Full use can be made of the capabilities of key 
executives. 

(ii) Decentralisation promotes initiative and responsibility on 
the part of subordinates who decide for themselves. It leads to 
effective supervision as lower level executives have complete autho¬ 
rity to regulate the behaviour of workers. 

(Hi) It improves the motivation and morale of subordinates. 
Opportunity to make decisions provides sense of importance and 
status. Involvement in decision-making-creates sense of belonging ^ 
and makes lower level jobs more challenging. It also facilitates 
communication and provides opportunities for leadership and 
satisfies needs for power and independence. Higher morale often 
results in higher productivity. 

(iv) Decentralisation makes for stability and continuity of 
organisation. Success and survival does not depend on a few 
individuals. It is easier to iecruit, train and retain good executives 
in a decentralised set-up. It is also easier to evaluate an executive's 
performance. 

(v) Decentralisation facilitates the development of future execu¬ 
tives. Lower JeveL-ptople learnjby exercising delegated authority. 
They havFdpportunity to try their ideas and prove their calibre. A 
reservoir of promotable managers is thus available which simplifies 
the problem of management succession. 
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ivi \ Decisions are likely to be made more quickly and are likely 
. Jmore realistic as they are made by those who know the situa- 
„ b thoroughly and who are to execute them. Decentralisation 
becomes F necessary when special emphasis is to be given on parti- 
.cular products or customers. 

(vii) Decentralisation facilitates growth and diversification as 
ic not limited to few executives and there is a continuous 
cifnnlv of managers. Semi-autonomous units can be set up under 
th^overall direction and control of top management. Diversifica¬ 
tion, in turn, leads to spreading up of risks. 

(„///) Decentralisation makes for democratic mana W™™*' 
People at lower levels do not feel alienated from the top and there 
J- utile danger of administration becoming top heavy or monolithic. 
There is better communication as the number of levels is reduced 
and span of control is widened. 

(ix) Divisionalisation of the organisation enables comparison 
between different departments. This helps in locating sources of 
inefficiency and in increasing profits of the enterprise. 

' (x) Decentralisation increases the flexibility of the organisation. 

Division of organisation into small semi-autonomous units enables 

Si control by individual executives. They can effect necessary 
chauges without dislocating the entire structure. U also facilitates 
fixation of responsibility for results and promotes team spirit in the 

organisation. . 

Disadvantages (Cons) of Decentralisation^/ 

(/» Decentralisation makes coorcWiation difficult. Decentra¬ 
lised units tend to emphasise their own operations without regard 
to one another. Executives may adopt narrow outjook and sectional 
interests may overshadow organisational goals. There may be lacK 
of uniformity and consistency of action. 

(//) It becomes difficult for top management to exercise effec¬ 
tive control over decentralised units. 


(///) Administrative costs increase due to duplication of facili¬ 
ties. Each unit may have its own specialists. Operating costs are 
higher as specialists may not be fully occupied. Trained people 
are needed at all levels to accept and exercise authority successfully. 

(rV) Decentralisation may restrict timely action in ca'ser of. 
emergencies. ... 

(v) A small organisation may work more efficiently under the 
• centralised control of a dynamic leader. Creation of autonomous 
decentralised units requires broad product lines which is not 
possible in small firms. 

(vz) In certain cases, decentralisation may not be feasible due 
?to external constraints. Centralisation may be necessary to ensure 
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uniform action in important matters, e.g. t personnel relations. In 
recent years, increasing regulation by the Government, growing 
power of trade unions, increasing competition, etc. have necessitated 
receniralisation of authority. 

Factors Responsible for Centralisation 

(/) To Facilitate Personal Leadership : In the early stages of 
an enterprise, the success depends largely on the personal leader¬ 
ship of a dynamic and talented leader. Authority may be centra¬ 
lised .to give full scope to facilitate personal leadership which may 
result in quick decisions and imaginative action. 

07) To Provide Integration : Coordination of individual 
elTorts is essential to the success of every organisation. Centralised 
direction is an effective means of unification and integration of 
individual eirorts. It acts as a binding force on the various parts 
of the organisation. 

(Hi) To Achieve Uniformity of Action : Where uniformity of 
policy and action is required, authority may be centralised at the 
top Such uniformity is often desirable in personnel, purchasing 
and advertising. Therefore, authority in these areas tends to be 
centralised. 

(iv) To Handle Emergencies: When competition is very 
acute or the emergency is urgent and immediate, the need for 
centralised decision-making is very great. 

Thus, neither decentralisation not centralisation is a panacea 
for the organisational ill. A balance between the two should be 
established after a careful analysis of the total operating environ- 
ment. The economic issue between centralisation and decentra¬ 
lisation is between total administrative cost and more effective 
performance. The advantages of centralisation should be weighed 
against the advantages of decentralisation before determining the 

degree to which decisions are to be centralised or decentralised. 
Factors Determining Degree of Decentralisation 

The extent of decentralisation that a management will adopt 
depends upon a variety of factors. They are described below : 

(i) Size and Complexity. A very large and diversified firm, 
finds it hard to practise centralisation. There is a great gap* 
between top management and operating executives, so that deci¬ 
sions get delayed and the line of communication becomes very long. 
Top management cannot personally manage the enterprise. Such 
organisations are, therefore, decentralised to a greater extent than- 
a small organisation with limited operations. 

(it) History of the Enterprise. Firms that have been built 
under the personal leadership of owners are likely to minimise 
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decentralisation, 
combination or 

tion. 


On the other hand, concerns created through 
group leadership tend to emphasise decentralisa- 


dfi) Management Philosophy : The attitude and temperament 
_ r too executives has an important bearing on the degree of decen- 
♦mlkation Executives who cannot tolerate mistakes and who want 
to dominate delegate little authority. This is often true of managers 
who have been promoted and continue to make decisions that 
7 ho uId be delegated. On the other hand, executives who trust sub¬ 
ordinates arc receptive of others’ ideas and are willing to use 
broad controls delegate to the maximum possible extent. 1 hey 
consider decentralisation a means of executive development. 


(iv) Availability of Qualified Executives i Dispersal of decision¬ 
making is possible when the lower level staff is of high calibre. But 
shortage of qualified staff should not be an excuse for centralisation. 
Decentralisation itself is essential for the development of good 
managers. 


(v) Location of Operations : Authority tends to be decentra¬ 
lised when performance is decentralised. Geographical dispersion 
of activities makes communication difficult under centralised 
decision-making. However, physical dispersion does not necessarily 
lead to decentralisation. For example, the executive of a store in 
the chain system has little authority for decision-making. 


I( v j) Importance of the Decision : Greater is the impact of a 
decisiWr on the success and survival of the enterprise, greater is the 
deefee of centralisation. Vital and crucial decisions arc made at 
hichcr levels. This does not imply that senior executives always 
make lesser mistakes than junior ones. The reason is that vital 
decisions involve heavy responsibility and top management has ulti¬ 
mate responsibility for the success of an enterprise. For example, 
the decision regarding quality in a drug manufacturing company is 
crucial and is ceutralised at the top level. The same decision in a 
toy manufacturing firm can safely be delegated to lower levels. 
The cost of a decision can be measured in terms of financial gain, 
company reputation, employee morale, etc. 


v v / (v//) Uniformity of Action : Greater is the need for uniformity 
olrpolicy or action, greater is likely to be the degree of centra¬ 
lisation. That is why pricing, wage fixation and public relations are 
more centralised than production and sales. 


(viii) Control Techniques : Delegation does not absolve a mana¬ 
ger of his responsibility. Decentralisation is, therefore, greater 
when techniques available for controlling subordinates’ actions are 
effective. Well established procedures and improvements in statis¬ 
tical, accounting and other techniques have enabled greater decen¬ 
tralisation in large organisations. ^ 


3.32 


BUSINESS ORGANISATION AND MANAGEMENT 


(ix) Business Dynamics : The rate of change in the industry 
affects the degree of decentralisation because a decentralised orga¬ 
nisation is more flexible. A growing and fashion goods industry is 
likely to be more decentralised than an old and well established firm 
providing necessities. Under conditions of restricted competition, 
on enterprise feels more secured of its market position and can 
experiment with decentralisation. 

(•*) Environmental Influences : External factors like govern¬ 
ment policy, trade unions, tax policy, etc. also, influence decentra¬ 
lisation. Where price is subject to legal control, local managers 
can not be given the authority to fix prices. Wage and other 
disputes have to be handled at the top level where national unions 
are involved. 


SPAN OF MANAGEMENT 

Span of Management or Span of Control refers to the number 
of subordinates which a manager can supervise and control effec¬ 
tively. It is also known as span of supervision. There is a limit to 
which a person can supervise others. The problem of span arises 
because an executive has limited time, attention and capacity. 
“Span of control means the number of people reporting directly 
to a position. The principle of span of control implies that no 
single executive should have more people looking to him for 
guidance and leadership, than he can reasonably be expected to 
service. It is said that control is efficient when number of sub¬ 
ordinates reporting directly to a manager is small. But the number 
should be neither too large nor too small. * 

Opinion is divided on what should be the ideal span. General 
Hamilton stated that the average human brain can handle three 
to six other brains. According to Lyndall F. Unvick, the ideal 
number of subordinates is four at higher levels and eight to twelve 
at lower levels. Such numerical limits are, however, meaningless 
as the underlying needs and capacity vary between individuals. 
V.A. Graicuras. a French consultant, has developed a mathematical 
formula that focuses attention on the complexity of human rela¬ 
tionships. The formula identifies three distinct types of superior- 
subordinate relationships : (a) direct single relationships, (b) direct 
group relationships, and (c) cross relationships. If an executive X 
has two subordinates namely, Y and Z, the relationships are : 

Direct single relationships X with Y 

X with Z 

Direct group relationships X with Y, Z in attendance 

X with Z, Y in attendance 
Y with Z 
Z with Y. 


Cross relationships 
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•„ thus in all be 6 relationships. The number of 
T Hrmss relatfonships increase in mathematical relation with 
^asTfn the number of subordinates. The formula for calcula¬ 
tion of relationships is : 

^ _2 n_ + n _ w here V is the r.umber of subordinates. 

SraVSdTVomeUic 6 i£re£f 

number of subord a lh ment . The formula indicates the 

in the complin ^ thejr severity . The demand on an 

number of Rations_ P complexity rather than frequency of 

executive s time is d merely points out the complexity of 

2SS?Sore than• few subordinates. It does not state the 
“ ctom affecting the actual span of control. 

Problem of Layering 

Wide span (large number of subordinates under one executive) 

«. costs^and improves communication as there are few levels, 
reduces costs^ana * f effective control and specialisation. 

S : problemof layering which means multiple levels 
of unervi^on Levels are expensive as each layer requires separate 
,.fr P and facilities Levels also complicate communication by 
fenathe ni n ithe chai n of command. Multiple levels reduce motiva¬ 
te and morale as workers feel far away from the top Narrow 
loan results*in tall organisation while wide span causes Hat orgamsa- 
?f on TO would be clear from the following d.agrams : 


TALL ORGANISATION 

A 



FLAT ORGANISATION 
A 
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In case of tall organisation, maximum span is three and there 
are 4 levels of supervision, whereas in flat organisation there are 
only two levels and maximum span is 6. 

Tall organisation suflers from lack of effective coordination, 
initiative and communication. Wide span reduces operating costs- 
but makes control and specialisation difficult, due to heavy burden 
of supervision. A proper balance should be struck between 
the two. 

Factors Affecting Span of Control 

(/) Competence of Superior : Executives who are more capable 
can supervise larger number of subordinates than those who are 
less competent. 

(//') Calibre of Subordinates : More qualified and experienced 
are the subordinates, lesser will be the pressure on the superior and 
wider can be the span. 

(ill) Nature of Work : In case of routine and repetitive opera¬ 
tions, span can be wide as subordinates do not need frequent 
guidance from the superior. In case of specialised and frequently 
changing duties and those involving constant interaction, span of 
control has to be narrow. 

(iv) Location : In case of geographically scattered operations,, 
span has to be narrow as one executive can not manage effectively* 
distant operations. 

( v) Clarity of Plan : More clear and understood are the goals 
and policies and more specific the duties, wider can be the span of 
control. Objective standards facilitate control by exception. 

(»/) Communication Techniques : More effective is the com¬ 
munication, lesser is the need for personal contact and wider may 
be the span. Well established grievance procedures and suggestion 
systems widen executive span. 

(v/7) Staff Assistance : An executive can supervise more 
subordinates when advice and assistance of staff specialists is 
available to him. 

(v/77) System of Control : The technique of control used ha* 
a direct bearing on the span of control. Span has to be narrow 
when control is exercised through personal supervision. Impersonal 
control through reporting and budgeting permits a wider span. 

(ix) Time available for Supervision. At higher levels of 
management, span of control is generally narrower than at the lowet 
levels. The reason is that when an executive has to devote more 
time on operational activities, planning and committee work, he 
cannot supervise a large number of people. “An executive who 
personally makes many decisions is able to supervise fewer people 
than an executive who only has to provide occasional coaching and 
encouragement .” 1 

1. Newman, Summer and Warren '.The Process of Management, p. 135. 
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UNIVERSITY QUESTIONS 
What do you understand by delegation of authonty ? 

and difficulties oi oe leg of Authority? What are its 

What is meant by Decentralisation of Autno ^ 797J) 

advantages and disadvantages. „ 

••Delegation of authority is the key to organs,ton. Dtscuss^ ^ 

Write short notes on : 

(a) Principles of delegation of authority 

(b) Span of Management 

(0 Responsibility versus accountab.l.ty m0) 

(d) Centralisation of Authority. 


2 . 


3. 


4. 


5. 


6- 



Form s of Aut hority Relationships_ 

As started earlier, an organisation structure is a net-work of 
authority relationships. Different organisation structures consist of 
different types of authority responsibility relationships. In a formal 
organisation, authority is official and the authority relationships 
refer to the chain of command. In informal organisation, relation¬ 
ships are based upon social relations, i.e. human feelings, senti¬ 
ments, etc. Here we are concerned only with the authority relation¬ 
ships in a formal organisation. Formal organisation is based on 
official authority relationships between different persons. Formal 
authority relationships and the consequent organisation structure, 
are of three types which are described below. 

Line Organisation 

Line organisation is the traditional type of organisation. It 
refers to a direct chain of command from top to bottom. The chain 
of command defines the lines of communication. Line relationships 
arc those that come directly in the chain of command. In the line 
organisation lines of direction and control are vertical. Line orga¬ 
nisation is characterised by direct lines of authority flowing from 
top to the bottom of the organisational hierarchy and lines of 
responsibility flowing in an opposite but equally direct manner.’* 1 
Thus line structure consists of the direct verical relationships which 
connect the positions and tasks of each level with those above and 
below it. Authority and responsibility flow vertically in an 
unbroken straight line from one level to another, hence the name 
line or scalar organisation. Every superior has complete command 
over his subordinates and every subordinate i* directly accountable 
to only one superior immediately above him. There is unity of 
command. Each department is self-contained as the subsidiary 
service functions are a part of the duties of the departmental head. 
There are no separate staff officers or departments. All persons on 
the same level of authority are independent of one another. 
A simple line organisation has been shown in the following chart: 

General Manager 

Production Manager 

l 

Plant Superintendent 

I 

l - 1 I 

Foreman Shop A Foreman Shop B Foreman Shop C 

i i 4 

Workers Workers Workers 


I. J.L. Lundy : Effective Industrial Management , p. 11. 
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Kart «ihows that each executive works directly under the 
The chart super ior. He performs both the line function of 

"“ d h ? s subordinates and the staff or service -- 

directing his D repairs and maintenance 

engineering, Tnthontv over workers in Sh. 

of Shop 
so on 


service function, e.g. 

_ _ _ etc. Foreman 

workers in Shop B and C and 


, • , nroanisatiou is sometimes called military organisation 
- in the army. But the term is misleading as today s 

aS “• 0 « n ire not*organised on scalar principle. They have staff wings 
JS'TbSbS? medical, etc. Line organisation has the following 

advantages • Like organisation is the simplest and the oldest 

_ 'nS the direct authority relationships there is no confu- 
f ? rm ' Understanding. Everyone knows clearly his position in 
the" organisation It is thus simple to operate and easy to under- 

stand. . As each executive has full authority and res- 

K iitv for his job required changes can be made quickly and 
ffi b NeSLary ^nstroctions can be quickly transmitted due to 
direct and simple lines of communication. 

3 Ouick Decisions : Managers can take decisions quickly and 
act promptly as no staff officers are to be consulted. Commumcat.on 

is easy and quick. .... , . . r 

4 Executive Development : As both thinking and doing func- 
tions are combined at each level of authority. ,t prov.des opportu¬ 
nity for development of all round executives. 

5 Effective Coordination : All activities affecting a depart- 
. 5 *- the control of one executive. This makes for unified 

me ^L a rmnnfous oDerations. Due to limited number of departments 
UoE" » executives beeou.es possible. 

6 Fixed Responsibility : Every person knows from whom 
he sets’orders and to whom he is accountable Unity of command 
avoids buck passing. Every executive can be held fully responsible 
for the actions of his subordinates. 

7 ,- 

'“iTpJ'JeS'ofSu.u.snd. Tbete is no di.isiou of 
loyalties and no danger of conflicting orders. 

8 . Economy : Line organisation is less expensive in terms of 
overhead costs as there are no staff specialists. 

Line organisation suffers from the following disadvantages : 

1. Over-burdening: In line organisation, key executives are 
over-loaded with administrative work. Reflective thinking is absent 
as energies are consumed in operating details. Top executives 
have to be ‘supermen to effectively control diverse activities. As 
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the business grows in size, executives find it impossible to cope with 
their duties in the absence of staff assistance. 

2. Instability : The success and survival of the enterprise 
depends upon a few individuals. Line organisation is rigid and 
inflexible. There is little scope for expansion of business beyond 
their capabilities. Loss of key executives may result in the complete 
ruin of the firm. There is little scope for training or development 
of persons who may replace the line executives when necessary. 

3. Lack of Specialisation : There is no scope for specialisation 
as one individual can not be an expert in all functions. Lack of 
specialisation and over-dependence on subordinates lower efficiency 
of operations. Every executive is likely to become a “jack of all 
trades but master of none”. 

4. Autocratic Leadership : As each department is under the 
complete control of one executive, there is danger of authoritarian 
rule. Concentration of decision-making authority reduces scope 
for initiative at lower levels. The motivation and morale of sub¬ 
ordinates tend to be low. Red tape and bureaucracy prevail at the 
cost of efficiency. 

5. Difficulty in Staffing : Executives in a line organisation 
arc required to have knowledge of diverse functions. Capable 
executives arc difficult to recruit and train. 

Due to these limitations, the line organisation is not suitable 
for large scale enterprise. Personal control and direct communi¬ 
cation are not possible when the scale of operations is very large, 
ft is suitable for small and simple organisations. In such organi¬ 
sations, management is simple due to few employees and limited 
functions. Operations are routine and repetitive requiring) little 
skill. The scope of each department is limited, methods of 
operation are simple and there are few personnel problems. Where 
machinery used is automatic and production process is continuous 
little technical knowledge is necessary on the part of foremen. Pure 
line organisation is thus found in trading and manufacturing 
enterprises of modest size. 

Functional or Staff Organisation 

It consists of a number of specialists each having authority oyer 
all workers in the organisation concerning one particular function 
or aspect of the total work. Every subordinate gets orders and is 
responsible to several superiors. For example, an operator in the 
factory is responsible to the purchase manager for the use of mate¬ 
rials, to the maintenance engineer for repairs, etc., to his supervisor 
for output and so on. 

Functional organisation is based on the principle of separation 
of planning from execution. In the words of Taylor, Functional 
organisation consists in so dividing the work of management that 
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«h from .bo ’n 

few functions as, poss bl . ^P fined tQ the performance of a single 

the management should^b h .. Functiona | Foreman¬ 
leading function - *-• • wQ ' k of every wor ker in the factory is 

skip” under which th specialists ; four concerned with 

controlled and 8 u “ ed d b J 8 w|th , ts execution. Taylor was of the 
the planning of work and tour ^ ^ £xpert jn a „ fields and cannot, 

therefore, effectively supervise workers. The eight specialists areas 

under: t . . 

„z:s. 

the exact time schedule and the route of work. 

(b) Instruction Card Clerk : He lays down detailed instructions 

to he followed in the execution of work according to the prescribed 
route. He determines the tools to be used, the method of operation, 
standard time for work, proper speed of work, etc. 

(c) Time and Cost Clerk : He records the time taken for 
different operations and calculates the cost of labour on the basis 
of time spent on a job. 

(d) Shop Disciplinarian : He enforces rules and regulations. He 
handles problems of absenteeism and indiscipline- He is responsible 
for maintaining peace, order and discipline in the plant. 

Shop Specialists : They guide and supervise operations in the 
factory to execute the work as planned. They include : 


(e) Gang Boss : He is responsible for providing and setting 
machines, tools and other facilities to workers. 

(/) Speed Boss : He ensures that work is being performed with 
the prescribed speed and rate of production is proper. 

(g) Repair Boss : He looks after repairs and maintenance of 
machines so that they are kept in proper working condition. 

(/,) Inspector : His duty is to see that work performed con¬ 
forms to prescribed standards of quality and workmanship. 

The chart on the next page depicts the functional foremanship. 

The chart shows that there is a separate specialist for each 
function having control over that function throughout the orga¬ 
nisation. A worker is under the command of several superiors at a 
time. 


3.40 


BUSINESS ORGANISATION AND MANAGEMENT' 


FUNCTIONAL ORGANISATION 

GENERAL MANAGER 

I 

Works Manager 

i 

Plant Superintendent 

i i ~ 1 —~r J i i i “i 

Route Time and Instruction discipli-Gang Speed Repair inspect** 

— * - - ‘ . ----- Boss ' 


Clerk Cost Clerk 


Clerk narian Boss Boss 
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Advantages 

(/) Specialisation : There is complete specialisation of work 
and every worker gets the expert knowledge and guidance of seve¬ 
ral specialists. Fullest possible use can be made of special abilities 
and every executive can concentrate on one function. This makes 
for higher efficiency of operations. 

(iT) Easier Staffing : As an executive is required to have 
knowledge of one function only, it is easier and economical to 
recruit and train executives. 

(iii) Democratic Control : One man control is done away 
with- Joint supervision and common control promotes coopera¬ 
tion and improves morale of workers. Burden on every executive 
is reduced and control becomes creative. 

(iv) Better Supervision: Each supervisor being an expert 
in his area of work, planning and supervision are likely to be 
efficient. Executives have ample time for creative thinking. 

(v) Scope for Expansion : The success and growth of the 
concern is not limited to the capabilities of a few line managers. 
Standardisation and specialisation facilitate mass production. 

Disadvantages 

(i) Poor Discipline : There is lack of unity of command. 
Due to diffusion of authority, effective control becomes difficult.. 


- 


, of command weaken discipline and create friction. 

Workers get confused due to severai bosses and the.r loyalty 

becomes divided. 


UVV/ -- 

,,,, Divided Responsibility : Lack of unity of command and 
itii e subordination encourage buck passing. It is not possible 
multiple sub i ajobona specific individual. Lines of 

authorU^and^responsibility^ are not clear. A thorough system ol 
cS accounting and budgeting becomes essential. 


(Hi) Low Morale : Workers find it difficult to satisfy several 
. Thev get frustrated and their morale goes down. There is 

danger of conflicting orders being issued by different supervisors. 


(iv) Lack of Executive Development : Narrow specialisation 
hampers development of generalists or all round executives. Succes- 
sion to top management becomes difhcult. 


(„) Lack of Co-ordination : Each specialist tends to magnify 
the importance of his function and has a narrow outlook. Conflicts 
arise between specialists of equal rank. Th.s makes co-ordination 
and team work very difficult. “Every functional manager considers 
hisVunction the most important one. tries to build it up and is prone 
to subordinate the welfare of the other functions, if not of the entire 
business, to the interests of his unit.’ 


(vi) Delayed Decisions : Decisions involving more than one 
snecialist are not quickly taken as consultation of different bosses 
is necessary. Action can not be prompt and the organisation tends 
to become inflexible. 


(v//) Uneconomical : Functional organisation is not only 
complex in operation but also expensive. Several specialists have 
to be maintained at heavy overhead costs. Clerical work is also 
increased. 


The functional organisation as developed by Tayor is rarely 
used in practice today. However, the functional basis in ts 
modified P form is used very often. All Purchasing, for e^ple 
is centralised in one department, all personnel in another and 


so on. 



and Staff Organisation 


Line organisation concentrates control too much lhe func- 
ional organisation divides it too much. Line and stall is a com- 

linationof both. It seeks to combine the advantage of dl '' isi ° n 
vork with unity of command. The line portion serves to main- 


1 . 


Peter F. Drucker : The Pract ice of Management, p. 203. 
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tain unity of command and discipline whereas the staff por¬ 
tion provides expert-knowledge and advice in the solution 
of managerial problems. Line executives are responsible for the 
execution of work and supervision of employees. Staff is auxiliary 
to line. It provides advice, information and assistance to line exe¬ 
cutives to enable them to work more efficiently. Production, 
marketing and finance are line departments in a manufacturing 
enterprise while purchasing, personnel and accounting are itaff 
functions. Each start'function is under the charge of a staff specia¬ 
list. Each staff officer has command over subordinates in his own 
department' only. His Advice and counsel is not binding on line 
executives and he cannot’directly or^er Subordinates in line depart¬ 
ments. Thus unity of command is maintained and the expert assist¬ 
ance is also available to line fnanagers. According to Allen “line 
refers to those positions and elements of the organisation which 
have the responsibility and authority for taking decisions and 
actions and are accountable for the accomplishment of primary 
objectives. Staff are those elements which have responsibility and 
authority for providing advice and service to the line in the attain¬ 
ment of objectives.” 1 Each line executive executes and controls 
operations of his department with the help of staff advice and 
information. 

The staff concept arose to meet the complexities of modern 
business. With growth in the size of business, it becomes difficult 
for an executive to look after both the actual operations and the 
auxiliary services. A separate category of managerial personnel 
called staff thus becomes necessary. But staff is given no authority 
over line to maintain unity of command. The line portion 
serves to maintain unity of command and the staff portion brings 
expert knowledge to bear on problems. 

Types of Staff : Staff may be of three types : 

(/) Personal Staff which consists of personal assistants atta¬ 
ched to individual line executives. Personal staff is an extension of 
line manager's personality. A personal assistant or a private 
secretary serves only one line executive. Personal staff is generally 
employed by important executives to carry out routine work. It 
does not assume authority and responsibility of the superior. 

(i7) Specialised Staff consists of specialists in. different func¬ 
tional areas, e.g., personnel, accounting, legal, public relations, etc. 
A specialised staff department serves all other departments in the 
organisation by providing advice and service. For instance, the 
personnel department recruits, selects and trains employees for 
different departments in the organisation. Specialised staff provides 
advice and service in specialised areas of work without having 
authority over other departments. 

(///) General Staff includes experts attached to the central 
-office. It provides general advice mostly to top management. 

I. LA. Allen : Afanageme/:/ and Organisation, p. ?0>. 
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yf(i) planned Specialisation : Line executives get expert advice 
ofitalFenec «lists on various problems. They are relieved of the 
•house-keJl- 1 job for which they lack time and expert knowledge. 
Line ca eepinfi ntratc on executive functions. Thus “it is based on 
planned 0 - conception and it brings expert knowledge to bear upon 

managements 1 ’. 

(//) Discipline : Unity of command is maintained as staff is 
not given executive authority. There is a direct chain of command 
which promotes discipline and makes control effective. Line are 
responsible for results. 

(///) Staffing and Development : Separation of functions 
facilitates selection and training. Due to larger number of posts 
opportunity for promotion is greater, and staff service is an excellent 
training ground for line managers. There is, therefore, continuity 
of management and stability in the organisation. 

(iv) Balanced Decisions : With information and advice pro¬ 
vided by staff specialists, line executives can take better and more 
sound decisions. 


1. Haynes and Massie : Management — Analysis, Concepts and Cases , p. 34. 
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(v) Flexibility : There is greater scope for growth and expan¬ 
sion as staff is available to enable line to cope with greater work. 

(v/) Undivided Responsibility : Eeach line officer is fully 
accountable for the activities of his department. Unity of control 
and undivided responsibility are maintained throughout the organi¬ 
sation. 


Disadvantages 

1. Conflicts : Staff tends to undermine line authority while * 
line tends to ignore staff. Misunderstandings, frictions and jealousies- 
between the two reduce operational efficiency. 

2. Lack of Co-ordination : The allocation of responsibility 
between line and staff may not be very clear. Staff advice may be 
confused with line authority creating confusion and disorder. Team 
work and harmony of action become difficult. 

3. Ineffective Staff : Staff is not responsible for results. They 
may not, therefore, be careful in their job. They also tend to be 
too theoretical. Line executives may blame staff for their own 
failures. 


4. Lack of Creativity : Sometimes line managers may rely 
too much on staff for planning. This dampens original thought 
and initiative on their part. This may also slacken responsibility 
and control. 


5. Expensive : Line and staff organisation is expensive in terms 
of overheads as two separate sets of personnel arc required. 

In practice, line and staff is the most common type of organi¬ 
sation. Often an enterprise begins with line organisation and adds 
up staff as the business expands. The striking feature of line and 
staff organisation is that each person receives specialised service 
and advice witjwut being asked to be accountabe for more than one 
superior. //> 

Vri 


Authority Relationships 


It may again be stated that line and staff' are authority rela¬ 
tionships and must not be considered as particular types of organi¬ 
sation. The line authority is endowed with the general right to 
command while staff authority involves use of specialised executive 
skills to advise. Staff has, however, line authority over their own 
subordinates in their own department. According to Allen, “Line 
refers to those positions and elements of the organisation which 
have the responsibility and are accountable for the accomplishment 
of primary objectives. Staff' refers to those elements which have 
responsibility and authority for providing advice and service to line 
in the attainment of objectives." Staff is an adjunct or reinforce¬ 
ment to line. However, there is no hard and fast line between line 
and staff. One department., e.g., finance may be a staff function in 



FORMS of authohity relationships . 

•cation e a an automobile plant and a line function in 
one orgaD'sation e.g. bank Line and staff are typ es of rela- 

an hins fnd should not be considered as different departments 
t‘? nsh ‘P H s "2 ar e distinguished by their authority relationships and 
■Line and stall areas Within each department there are line 

staff as relationships. 

Line Relationship 

Line authority is decision-making authority. ‘The nature of 
line authority becomes apparent from the scalar principle b^i g 
that relatkmship in which a superior exerises direct ^‘Perv.sion-an 
authority relationship indirect line or steps.- 1 Line ^J^.onsh.p 
refers to’superior subordinate relationship in the direct chain of 
command, It is the direct relationship between a super!or and his 
subordinate created by the force of line author.ty. Such relationsh p 
exists in line as well as in staff departments. It works as the chain 
of command in which every subordinate receives orders and 
instructions from his superior. It also serves as a channel of 
•communication between the members of the organisation Every 
subordinate reports to his superior, and receives orders and instruc¬ 
tions from him. In this way communication flows up and down 
in the orgainsation through the line relationship. Line is also a 
carrier of responsibility. Each individual in the line is acountable 
to his superior for the proper perfomnnee of the activities assigned 

to him. 

Staff Relationship 



The nature of staff relationship is advisory. The staff officers 
exercise line authority over the subordinates of their own depart¬ 
ment. But they do not have any other line authority, they prov.de 
advice, assistance and information to line officer. It ,s 
obligatory for line managers to accept and implement their advice. 
However, since the staff officers are specialists in their area, their 
advice is likely to be accepted and put into action, rhus stan is 
an adjunct, reinforcement and extension of line. Staff authority 
flows upwards while line authority flows downwards. *n terms or 
authority relationships line connotes authority to take acl, ° n » 
authority to make decision, staff supplies facts and information that 
will enable the accountable manager to make the best decisions. 

1. Koontz and O’ Donnell : Principles of Management, p. 292. 

2. Carl Hcyel (ed.) : Encyclopedia of Management , pp. 623-24. 
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Functional Authority 

Sometimes, top management delegates authority over specific 
functions to line or staff specialists for lack of specialised knowledge 
or lack of ablity to supervise processes. Such specalised authority is 
known as functional authority. It is the limited authority to 
command people in other department in respect of a particular 
function. Such authority is delegated in addition to line authority 
over subordinates in one's own department to enable people to 
maintain the quality or uniformity of the function throughout the 
organisation. For instance, the personnel manager has line 
authority over subordinates in the personnel department. In 
addition to this authority, he may be given functional authority 
over the activities of other departments in respect of the personnel 
function. Thus “functional authority is that power which an 
individual or department may have delegated to it over specialised 
processes, practices, policies or other matters relating to activities 
undertaken by personnal in departments other than its own.” 1 
Functional authority pertains to a single function and does not 
cairv the right to enforce discipline. 

Functional authority is not restricted to managers of a 
particular t\pc of department. It may be exercised by line, 
service or staff executives. The knowledge of the specialists who 
have functional authority becomes the basis for functional controls. 
Functional authority represents the slice of the line manager’s 
authority. If the principle of unity of comman is to be followed, 
rigidly, such authority should be exercised by the line manager him¬ 
self. But it is delegated to facilitate communication or to secure, 
expert advice. For instance, the accounting department may be 
given the authority to prescribe the manner of maintaining 
accounts by various departments. 

Functional authority should be used sparingly because if 
canicd to extremes it would destory the manager’s job and w'ould 
make coordination difficult. That is why functional authority is 
generally limited to the area, of ‘how’, and sometimes ‘when’ and 
^eldom applies to ‘where*, ‘what’ or 'who’. 

jCynflicts between Line and Staff 

The concept of line and staff is based on the assumption that 
the two will support each other and work in cooperation to accomp¬ 
lish common objectives. However, there is frequently friction* 
and conflict between them in practice. The basic cause of line 
and staff conflict is the difference in their viewpoints and temper- 
ments. The two fail to appreciate the viewpoints of each other and 
whenever a conflict arises, each of them blames the other. 

1. Koontz and O'Donnell: Principles of Management , p. 301. 
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Viewpoint of Line 

Line officers have following complaints against staff: 

1 Staff specialists are too ac demic and do not understand 
the practical problems of the organisation. Their ideas are unrea¬ 
listic and often unpracticable. 

2. Staff people encroach upon line authority. Instead of 
enabling the manager to do a better job, staff undermines his 
authority and responsibility. They assume line authority and lower 
the status of line managers. 

3. Staff specialists are not directly accountable for the results, 

they provide half-baked ideas and are over-zealous. # 

4. Staff fails to see the whole picture objectively and think in 
avaccum. “Instead of deriving their objectives from the needs and 
objectives of the business, they tend to push their own speciality as 
if it were an end in itself." 1 

5. Staff officials tend to take credits for successful work and 
lay the blame on line for failure of decisions or ideas. 

Arguments of Staff 

Staff men blame line executives for the following : 

J. Line executives do not make proper use of the services of 
staff specialists. Instead of associating staff in planning, line 
managers consult them only as a last resort. 

2. Line managers generally resist new ideas. They do not 
take the advice of staff seriously. 

3. Staff lacks authority to carry through their ideas. Line 
officials do not give recognition and status to staff. Therefore, staff 
tends to get frustrated. 

Resolving Line Staff Conflicts 

It is necessary to eliminate conflict between line and staff if 
the organisation is to work efficiently. The two must work together 
as a team for the accomplishment of organisational objectives. 
Following steps may be taken to improve line and staff relation¬ 
ships : 

1. The authority and responsibility of both line and staff 
should be clearly defined. Line have the ultimate responsibility 
for the successful operation of the organisation. Staff has the 
responsibility for providing advice and service to enable the line 
executives to work effectively. 

2. Line officials should give due consideration to the advice 
and service offered by staff. They should accept staff’s suggestions 


1. Peter F. Dru cker : The Practice of Management, p. 242, 
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wherever they are in the best interest of the organisation. They 
should also stale reasons for not accepting the recommendations of 
staff. Wherever possible they should consult staff. They should not 
simply keep the staff busy but should make constructive use of 
staff. 

3. Line executives should keep the staff specialists informed 
of the action being taken on their recommendation. They should 
encourage and educate staff people to render better service. In case 
of a difference of opinion between line and staff, there should be a 
provison for appeal to higher authority. 

4. Line should insist on complete staff work. Staff specialists 
must lu'l thought to the problem before presenting their 
recommendations. “Complete staff work is the study of a problem 
and presentation of a solution, by a staff officer, is such form that 
all that remains to be done on the part of the head of the staff 
divison, or the commander is to indicate his approval or disapproval 
of the completed action.In other words, staff should be a 
problem solver not a problem creator. 

5. Staff specialists should “sell” their ideas to line. They 
should recognise and understand resistance to change ou the part 
of line and should take steps to remove the causes of such resis¬ 
tance. They should not make a prestige issue of their ideas. Instead 
they should strive to secure the cooperation of line executives. 
Instead of encroaching upon line authority, they should appreciate 
(heir problems so as to render more practicable advice and service. 
According to Allen “it (staff) should keep itself informed about the 
problems confronting the line, think ahead, make construct^plans 
and help the line solve its difficult operating problems.’’'/^*/ 

The solution to conflict between line and staff vlior in an 
orientation in their outlook. When the two attempt to look at 
things from each other’s eyes, mutual cooperation or harmonious 
relationship between them becomes easy. Mutual understanding 
lays the foundation for an orgainsational way of life. All must 
realize that line and staff are not rival systems of drgainsation. The 
two are inter-dependent and complement to each other. 

Some scholars argut that line staff is an obsolete concept and 
should be done away with. According to them, the concept is 
merely of academic interest and it has no practical utility. In the 
words of Anderson, “it is true to abandon the line and staff” labels 
as organisational distinctions and replace them with the concept 
that each unit has elements of execution and service and that each 
has a collateral responsibility to further the best interests of the 
total organisation.” 1 2 3 It is true that both line and staff are equally 
important and are integral parts of the same total organisation. 
But the concept of line and staff is so firmly entrenched in manage- 


1. J.L Powell : Completed Staff Work : Key to Effective Delegation, in 
The Management Review , June 1956. 

2. L.A. Allen : op. cir., p. 248. _ 

3. C. H. Anderson : Managemeat Practice, p. 49. . \ 
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theorv that any attempt to dislodge it is likely to fail. More- 
m , e " ‘Jl. distinction between line and staff helps in better under¬ 
standing of the authority relationships in an organisat.on. 

vOeOMMITTEES 

rommittees are often considered as a distinct type of orgam- 
.. » n realitv they are a supplement that can be used in any 
structure * of Organisation. A committee is a group of persons 
who function collectively and perform some spccifie dlu aslta^- £ 
insists of a group of people to whom, as a group some specific 
dZ has been delegated. “It is this characteristic of froup action 
Shat sets the committee apart from other organisational devices- 

S individual members of the committee exchange ideas and 
function as a group. A committee is not a substitute ft r 
individual action but a device for securing collective thinking and 
iudsment Every joint action is not a committee. A committee 
"is only that group of people which is con jj i tulrrt fomi aE y and 
which ^s expected to perform certain specified functions. Every 
committee is constituted for certain specific reasons Committees 
mav however, be formal or informal, departmental or organisa¬ 
tional, advisory or executive, permanent or temporary, coordinative 
or investigatory, discussiooal or educational, legislative or judicul. 


Advantages 

Committees are widely used due to the following reasons : 

(/) Pooling of knowledge, ideas and experience results in 
balanced and well thought out decisions. Group deliberations 
and combined judgment of all can be brought to bear on important 
matters. There is realistic and objective appraisal of alternative 
solutions to a problem. {‘When several people study and deliberate 
on each critical problem, there is more assurance that every lacet 
will be thoroughly explored and weighed in terms of the interests ot 
the company as a whole.’) 1 

(//) The risk of concentration of authority and the danger of 
abuse of power are avoided. There is little possibility of biased 
action. Group action makes for democratic leadership and 
diffusion of power. 

(///) Different interests can be represented so that no function 
or department gains at the cost of others. Matters can be analysed 
in detail and hasty action is avoided. 

(/r) A committee is an useful device for educating the 
members of an organisation in various administrative problems. 
Participation in committee work provides opportunity for learning 
by experience. Executive training facilitates continuity of manage¬ 
ment. 

(v) Committees serve as an effective means of teamwork and 
coordination of departmental operations. It is useful in harmonis- 


1. L.A. Allen : Management and Organisation , p. 268. 
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ing the efforts of line and staff executives. It also leads to continuity 
of management. Committees serve as an important means of 
communication between the members of the organisation. Partici¬ 
pation in committees promotes understanding and cooperation 
among members. They come to appreciate each other’s point of 
\iew. Exchange of information and ideas widens outlook and 
clarifies thinking.- 

(»*») Committee organisation promotes initiative and creati¬ 
vity. Members get enlightened on policy matters and new ideas 
beyond the capacity of an individual are generated. “A group of 
people can bring to bear a wider range of experience, a greater 
variety of opinion and a more thorough probing of facts than a 
single person.’’ 

(v/7) Committees improve motivation and morale of emplo¬ 
yees. Participation in committee activities creates a sense of 
involvement and inculcates teamspirit among the members. Execu¬ 
tives are keen on the execution of decisions in the making of which 
they have taken an active part. 

(viii) A committee can be used to consolidate splintered 
authority so that decisions beyond the authority of one individual 
can be taken. Committees can also be used for finding facts, 
disseminating information, advising executives, settling disputes, 
etc. 

Limitations 

(/) Indecisiveness : Committee opinion is often divided and 
decisions are delayed. Members tend to indulge in endless 
discussion and often wait for unanimity. Lack of prompt decision 
causes waste of time and loss of business opportunities. Executives* 
jobs may suffer due to time consuming meetings. 

07) Controversy : Often committees are a hot bed of con¬ 
troversy producing nothing but heat and jealousy. It becomes a 
battle ground for warring camps and tends to be self-destructive. 

(Hi) Compromise : Committee decisions are often mediocre 
compromises between conflicting opinions. The decisions may 
reflect the opinion of none, so that there is little enthusiasm for 
them. 

(iv) Diffused Responsibility : A committee’s responsibility is 
no body’s responsibility. Individual members shift their responsi¬ 
bility. No one feels accountable for results and executives shir! 
their responsibilities. 

(v) High Costs : Committees are very expensive due to lot 
of executive time and facilities consumed in meetings. Gains of 
committee must be substantial to make up for the costs. 

(v/) Domination by Few : One or a few aggressive member* 
often dominate committee deliberations. This creates frustration 
and loss of initiative on the part of majority of the members. 
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Due to its widespread misuse and weaknesses committee has 

, Sufcised as “a ctoup of unfit appo.nted by the unwilling to 
a the unnecessary.” However, committees are being increasingly 
d .odavTn spim of their limitations. Committees are not effective 
ssed today in S P The y not be a substitute for decision- 

f0r v ?X fnnwer but they arc useful in the [a) investigation and 
m u k An Of facts (b) pooling of ideas and judgment, (c) gaining 

collection of facts, (b) pooling oi cj| . ng ^ pojntSi (d) educating 

member" to promote coordination. (?) examination and evaluation 
members to prom decisions beyond the authority of indi- 

vid P ualmembe ( rs /) Kofthe criticis^ of the committee in fact 
relate not so much to the institution itself as to its misuse. 


Essentials for Effective Committee Work 

Committees can be made effective under following conditions : 

n\ The committee should grow out of a need recognised by 
' members rather than being imposed from above. 

(U) Well defined Authority : The objectives functions and 

( duties of the committee should be defined clearly and ah 

members must understand them. The jurisdiction and 
terms of reference must be made specific. The ro e 
and responsibility of the committee should be clearly 
defined. 

(Hi) Appropriate Size : The number of members should not 
be too large to be unwidely nor too small. Relevant 
interests and functions should be represented. 


(/v) Selection of Members : Members should be selected 
carefully in view of the duties involved. They should 
possess necessary knowledge and experience. Members 
should be of receptive and cooperative temperament. 
They should have ability for independent thinking. 
Yesmen or showpieces should be avoided. The chairman 
should be competent to conduct meetings effectively. 


(v) Proper Planning : There should be thorough preparation 
before meetings. Agenda should be prepared and circula¬ 
ted among members in advance so that they can think 
over it and prepare themselves for discussion. The com¬ 
mittee should be supported by necessary staff assistance. 
Proper procedures must be designed to obtain prompt 
and effective action. 


(vi) Right Atmosphere : Meetings should be held in an 
atmosphere of free and frank discussion. There should 
be a time schedule for meetings and deliberations. 
Proper minutes should be kept as records of delibera¬ 
tions. 
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(v//) Follow up Action : Recommendations of the committee 
should be followed up so that they may get proper atten¬ 
tion and thought of executives. There should be periodic 
review or evaluation of committee’s usefulness. Steps 
should be taken to remove the weaknesses, if any. 

MAIN REFERENCES 

Management and Organisation. 

The Functions of the Executive. 

Management - Theory and Practice. 

The New Management. 

Management - Analysis, Concepts and 
Cases. 

UNIVERSITY QUESTIONS 

1. Explain the concepts of line, functional and line and staff organi¬ 
sations. t Delhi, 1971) 

2. Explain the merits and demerits of line and staff organisations. 

( Meerut , 1973 ; Punjab , 1969) 

3. Compare ihe features of line organisation and functional organi¬ 
sation. Which of them is more common in business ? (Delhi, 1978) 

4. Differentiate between line authority and staff authority. Describe 
the various types of staff used in organisations. 

5. Discuss the nature of line staff conflicts. What are the causes of 
such conflicts? 

6. What is a committee? Describe the uses and limitations of com¬ 
mittees in management. 
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Nature and Functions of 
Personnel Management 


Nature of Staffing 

A business is no better than the people it has. Human beings 
are the most important asset of an organisation. The success of an 
enterprise depends on the calibre and motivation of its employees. 
Securing developing and maintaining an efficient and dedicated work 
force is therefore, a vital function of management. This function 
s know^i as Staffing. It has come to be recognised as a distinct 
function of management in recent years Previously, it was considered 
to be a part of the organising function of management. With increase 
in the size and complexity of organisations, greater attention began 
to be given to the human factor in industry. The managerial 
function of staffing involves manning the organisational structure 
through proper and effective recruitment, selection, training, develop¬ 
ment W appraisal of personnel to fill the roles designed into the 
structure. “Staffing is the executive function which involves the 
recruitment, selection, compemating, training, promotion and retire¬ 
ment of subordinate managers.” 1 Staffing is thus wider than mere 
acquisition of personnel. 

Staffing is the lluly of every manager. Large business firms have 
a separate personnel department to look after the staffing function. 
But this department assists and guides the line executives in the 
performance of the staffing function. Staffing is the responsibility of 
chief executive and his immediate subordinates who compose the 
internal policy-making group of organisation. Every manager is 
responsible for ensuring the continuity of his own unit. Constant 
supply of qualified and dedicated employees is essential to fill various 
positions in an organisation. Staffing ensures the availability of 
required human resources at all times. It is a continuous activity as 
there arc continuing changes in the work force of a firm. 

Staffing is a difficult function as it requires measurement and 
evaluation of intangible factors. It deals with the human factor where 
complete objectivity of judgement is impossible. Moreover, staffing 
is often under-emphasised as management is preoccupied with day- 
to-day affairs. Many an enterprise has died a premature death due 
to lack of continuity of management. Staffing covers the function 
of executive development also. 

1. Koontz and O’Donnell : Principles of Management, p. 442. . 


Importance of the Staffing Function 

Staffing or the personnel function is the cornerstone of 
management. It is through people that a manager gets things done. 
People arc the most valuable resource of an organisation. This is 
because they constitute the only active and dynamic factor of pro¬ 
duction. The effective utilisation of inanimate factors, c.g. t material, 
money and machines depends upon the competence and cooperation 
of employees. “While the human resources available to management 
in an organisation are only one part of resources which must be 
coordinated, it is through the combined efforts of people that mone¬ 
tary and material resources are utilised for organisational objectives. 
Without human efforts, organisations cannot accomplish their 
objectives. Consequently, the organisation and motivation of human 
effort—the personnel function of management—is a central responsi¬ 
bility of management everywhere.” 1 Good management is getting 
effective results with people. 

People are the material, their loyalty the foundation and their 
cooperative spirit the mortar that holds an organisation together 
and gives it vitality. As Appley pointed out, “management is the 
development of people, not the direction of things.” The problems 
of modern industry are largely human and the human factor per¬ 
meates all functional areas and all levels of management. In spite 
of increasing automation, the future of mankind depends on the 
effective utilisation of human resources. No manager can be efficient 
without the right approach to the human beings working in an 
organisation. The personnel function is concerned with the human 
factor in industry. The objective of the personnel or the staffing 
function is to obtain competent employees and to create an environ¬ 
ment conducive to superior performance. 

Growth of Personnel Management 

Personnel management as a separate and specialised field of 
study is comparatively of recent origin. It is a child of scientific 
management and Industrial Psychology. In the past, the human factor 
was not given due importance. People were considered even less 
important than the factor of capital in industry. The Industrial 
Revolution resulted in dehumanisation of jobs. When technological 
improvements failed to increase efficiency upto the desired levels, 
attention began to be focused on the human factor. Since then the 
personnel function has developed through many stages which may 
be stated as follows : 

1. Commodity Approach : In the beginning of modern industry^ 
labour was considered a commodity or a factor of production just 
like money or machines. The emphasis was on getting it at minimum 
possible cost. No consideration was given to job security, job pride: 

1. Pigors and Myers ; Personnel Administration, p. 6. 
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Meaning and Nature of Personnel Management 
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seeks to obtain and keep suitable employees (personnel) in such a 
way that they will be satisfied and will give iheir best to the organisa¬ 
tion. It aims at the optimum use of human resources through the 
development of every individual to his fullest potential. In other 
words, personnel management seeks to create and develop an effective 
team of men and women each one of which contributes his/her best 
towards the accomplishment of the organisational, individual and 
social goals. 

Personnel management is also known as manpower management 
or Personnel Administration. Its scope is very wide. As management 
involves getting things done through people, personnel management 
is a basic function of every manager. It pervades all functional areas. 
“In short, every member of the management group from the top 
down, must be an effective personnel administrator because he 
depends on the goodwill and productive effort of his subordinates.” 1 

Personnel management is pervasive in nature. It is important 
not only in industry but in army. Government and all other organisa¬ 
tions irrespective of the size and type of personnel involved. Personnel 
management is both a line responsibility and a staff function. As a 
line responsibility it involves the managerial functions of planning, 
organising, directing and controlling. As a staff function, it is a 
specialised function that assists and advises line executives in the 
procurement, development, compensation, integration and main¬ 
tenance of an efficient and contented work force. Personnel manage¬ 
ment is thus concerned with the creation and maintenance of satisfac¬ 
tory human relationships in organisations so that organisational goals 
can be achieved with the well-being and dignity of the individual 
employee. 

Personnel management is thus an integral but distinct part of 
business management." It is concerned with people at work and 
seeks to develop such relationships in an organisation that the indi¬ 
viduals working in it will derive maximum personal satisfaction and 
thereby make the optimum contribution towards the realisation of 
organisational objectives. Personnel management is not just the 
personnel department. The staffing function is performed in every 
organisation and by every manager irrespective of a personnel 
department. 

Good personnel administration helps individuals to contribute 
maximum to their organisation and to attain maximum personal 
satisfaction. 

Tjmctions of Personnel Department 

' The activities of personnel management are centralised in a 
Personnel Department in large organisations. The department 
advises and assists line executives in the effective procurement and 
utilisation of the labour force. It designs personnel policies and 

J. Pigors and Myers : Personnel Administrate*, p. 3i. 
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(Hi) to diagnose organisational health by means of indices of 
team-work like productivity, absenteeism, accidents, turnover, comp- 
laints and grievances; 

(iv) to keep line executives informed of actual or potential prob¬ 
lems concerning employees that need their attention; 

(v) to provide personnel procedures and services like recruit¬ 
ment, testing, interviewing, orientation, training, wage and salary 
surveys and administration, safety, education and employee benefits 
and services; 

(v/) to secure coordination and control of these activities and 
uniform administration of personnel policies through discussion with 
and inspection reports to line executives. 


\ MAIN REFERENCES 

Pigors and Myers : Personnel Administration. 

I.I.P.M. : Personnel Management in India. 

E.B. Flippo : Principles of Personnel Management. 

Dale Yoder : Personnel Management and Industrial Relations. 
AV. French : The Personnel Management Process. 


QUESTIONS 

1. What do you understand by the term‘Personnel Management’? Describe 

the various functions of a Personnel Department. (B. Com. 1974 ) 

2. ‘Management is people.’ Explain bringing out clearly the role of human 
factor in industry. 

3. Describe the nature and scope of personnel management. How will you 
organise the Personnel Department in a large manufacturing concern l 

4. Trace briefly the history of personnel management in India. 

5. Discuss the nature and significance of the staffing function of management. 


32 

Selection, Training and Promotion 




The employment or hiring function is the first operative function 
of a personnel manager. It is a universal and continuous function in 
all organisations. It is concerned with all activities that seek to 
provide the right number and type of employees for an organisation. 
The proi^n-eme^t or hiiiug function consists of manpower planning, 
recruitmenfr^election, placement and orientation. 

Manpower Planning 

Manpower planning is concerned with anticipating needs for 
employees so that adequate provision may be made for them. It is 
the process by which management ensures the right number and the 
right kind of people doing the right jobs for the achievement of 
desired objectives. The number and type of employees are estimated 
on the basis of production and sales budgets. Time study, work¬ 
load analysis, work-force ana!y>is, labour turnover and absenteeism 
arc used to forecast the manpower needs of a firm. Job analysis and 
job description arc prepared to know the quality of personnel required, 
by the firm. Due to continuous changes in work force, manpower 
planning is a continuous or recurring problem. A long term and 
systematic programme is, therefore, necessary to ensure a stream of 
qualified personnel flowing into the organisation. 

Manpower planning has two aspects—(</) quantitative, and 
( b ) qualitative. The former involves the determination of the 
number of employees required while the latter is concerned with the 
determination of the type of skills needed for the job. While deter¬ 
mining the manpower needs of an organisation, the effect of 
absenteeism and labour turnover as well as the plans for expansion, 
if any, should be given due consideration. Manpower planning 
involves manpower inventory and analysis. Manpower inventory 
refers to the preparation of a list of present and potential abilities, 
and aptitudes of present employees. It reveals gaps in the talents, 
and serves as the basis for recruitment, selection and training. 

The staffing process begins with the accurate determination of 
human requirements or manpower needs both in number and kind. 
The first step in manpower planning is determination of the number 
of personnel on the basis of work-load analysis and work-force 
analysis. Work-load analysis involves sales forecasting, scheduling: 
of work, determination of labour needs, etc. Work-force analysis,. 
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„ other hand, consists of estimating absenteeism, turnover, rctire- 
° n ^ etc After deciding the number of employees, the knowledge 
MdskiUs required by the firms are decided on the basis of jobspecili- 

cation. 

Job Analysis 

Job analysis is a systematic analysis of a job in order to deter¬ 
mine the "kill knowledge and experience required for its successful 
Performance It provides the information on the nature and charac- 
teristics of the job. Job analysis serves as a guide for intelligent 
celertion effective training, systematic performance appraisal, sound 
S I wage determination, etc. Through an intensive analysis 
K job intofts basic elements, one can find the duties and responsi- 

bilities J ofthejob, the methods and techniques used and the working 

conditions'involved in it. Job analysis defines the contents of a job 
and all pertinent facts about it. 

Job Description 

Job description is an organised and factual statement of the 
duties and responsibilities involved in a job. It is a summary oftne 
contents or elements of the job. It describes the work to be perfor¬ 
med, the conditions of work and the relationship with other jobs. 
It is useful in recruitment, selection, training, job evaluation, etc. 

Job Specification 

Job specification is a statement of minimum acceptable qualities 
required for the effective performance of a job. It specifies the. 

knowledge, skills, experience and attitudes that an individual should 

possess to perform the job successfully. It is a major tool of stalling 

as it states the measurable qualifications required for the job. The 
main difference between job description and job specification is that 

the former describes the contents of a job while the latter specifics the 
qualifications required for performing a job. 


Recruitment 

Once the number and type of personnel needed for the organisa¬ 
tion become known, the process of recruitment can be started. 
Recruitment refers to the discovery and development ot the sources 
of required type of personnel so that there will always be available 
sufficient number of suitable candidates. It implies locating, main¬ 
taining and contacting the sources of manpower. It has been defined 
as “the process of searching for prospective employees and stimula¬ 
ting them to apply for jobs in the organisation.Recruitment 
involves, in other words, the identification or exploration of the 
sources of personnel, their evaluation, choice of a particular source 
and inducing prospective candidates to apply for the job. Recruit¬ 
ment aims to provide a pool of human resources so that a real choice 
can be made. 

I. E.B. Flippo : Principles of Personnel Management , p. 133. 
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The various sources of recruitment are described below : 

1. Internal Sources : Recruitment from within the organisation 
is an important method. Vacancies at various levels can easily be 
filled through promotion, transfer and recalling of laid-off employees. 
The policy of recruitment from among those already working in the 
organisation has several advantages : (a) The candidates that arc 
already working can easily be induced and trained in new jobs. 

( b) Selection and placement is simple and economical. Skills and 
knowledge of individuals can be appraised more accurately, (c) A 
systematic promotion policy improves employee morale ; one promo¬ 
tion may cause a series of individual advancements. Internal promo¬ 
tion provides job satisfaction and an incentive to work hard. 
(d) Shortages in one branch may be filled through transfers from other 
departments. 

However, internal recruitment involves danger of inbreeding 
and sometimes unsuitable employees may be pushed forward. It also 
docs not fully solve the problem "as vacancies at the lowest levels have 
still to be filled from outside. Recruitment from within stops ‘infusion 
of new blood* into the organisation. It narrows down the area of 
selection and does not provide equal opportunity to all people to 
compete for the jobs. 

2. External Sources : All vacancies cannot be filled through 
internal recruitment. Recruitment from outside is, therefore, inevi¬ 
table for most of the organisations. The various outside sources are : 

► 

(/) Introductions : Persons recommended by present and for¬ 
mer employees of the firm are an important source. They are likely 
to be more loyal and interested to the organisation and where neces¬ 
sary ( e.g cashiers in banks) security of employees can be obtained. 
Many family owned concerns give preference to the relatives and 
friends of existing employees. In some companies agreements with 
unions provide that a certain percentage of vacancies be filled on the 
recommendations of employees. Former employees may be re- 
employed if found suitable in jobs like security-man. Old employees 
who are unfit but unwilling to retire before superannuation may be 
persuaded to retire if their children etc. are offered jobs. 

This method provides reliable candidates and improves morale 
of existing employees. However, it often leads to nepotism and 
favouritism in the organisation. It may also create close groups of 
employees who may make efficient management difficult. 

(ii) Employment Agencies : Government and private employ¬ 
ment exchanges are very common source of recruitment. In India, 
the State has created a network of employment exchanges to help 
job seekers. Employers and Government offices are now required 
under the ^Employment Exchanges (Compulsory Notification of 
Vacancies) Act, 1959, to notify vacancies to these exchanges. The 
exchanges maintain detailed records of job seekers and refer appro- 
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. Mates ' to employers. Employment exchanges are generally 
priate candidates u. k _' kil , ed employees. These exchanges try to 
used for cler ‘ ca ‘ a ? d d and supply by creating contacts between 
match personnel d kers Employment exchanges increase the 
job gjvers f" hou J r eliminate bribery and corruption in recruitment, 
mobility of lab • vjde vocational guidance, conduct occupa- 
collect ,nf0 J™h d ’ion testing and selection programmes and provide 
tional re f ar n c ?’ ,her servicef. A number of private employment 
placement and othe in our country. These agencies are 

agencies have “‘ s ° jtj technical, professional and managerial 

generally used for «cru B of employment exchanges 

^Ttefnot^oXrS many of the candidates referred by them 

may already be employed. 

Advertising : In India, an advertisement in well-known 
^ „, n pr- if ihe most popular source of recruitment. It is a 
dai'y n p 7 t Sp a a n P d cC o n0 micaI ‘ method. People fulfilling the stated 
COn y e fi '»Hnns aPPlv in large numbers. The method can be used for 
qualificat PPSalifications all over the country. But this method 

often re Shfin too many applications, many of which are from un¬ 
suitable candidates. This increases unnecessarily the time and 
expense involved in selection. 

(/v) Educational Institutions : Colleges, universit.es tcchn.cal 

- etc are a good source of recruitment of skilled and techm 

^i^rfnnnel Circulars may be sent to the authorities concerned who 

^Inlaifthem to th^students so that interested people can; apply. In 
display them t ntat j ves c f t h c firm visit the institutions and 

In some colleges, there are placement 

mtervie between the students and the recruiting 

firms* Some big business firms now maintain a close liaison with 

ST™universities’vocational schools, and management institutions 

S recruk employees for jobs requiring formal educat.on and 

training. 

(„) Contractors and Jobbers : They have close contacts with 
labourers and arc always ready to supply the requ'S.te mimbcr of 
Workers on payment of attractive commission. The jobbers bring 
labourers from villages to the cities on promise of good wagesand 
* \Thev advance loans to workers in times of 

Thekkedar etc Contract labour is now prohibited in India. But 
7oS bodies and municipal authorities often recruit labourers through 

contractors. 

'(vi) Badli Workers : Badli or temporary employees are those 
employed in place of regular employees when they are on leave Some 
factories maintain a register of such employees. These tecordss can 
be used to fill vacancies as they arise. But care is required to avoid 
disputes regarding wages, holidays, permanency, etc. Under the 
Industrial Disputes Act, an employee has to be paid retrenchment 
compensation if employed for more than 240 days. 
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Unskilled workers may be recruited at the factory gate. As the 
word spreads about vacancies, large number of people gather at the 
factory gate. Small workshops put advertisements at the gate to- 
solicit turners, fitters, etc. Recruitment of Jawans in the Army is 
done at the Bhnrti Daftar. This method is convenient and economical 
but at the same time uncertain and unreliable. Need for casual 
workers can very well be met through this method. 

(v/7) Casual Callers : Unsolicited applicants and visitors arc a 
good source of building a reserve supply. In a country like India, 
casual callers are, however, an inconvenient source. A waiting list of 
such callers may be prepared and they may be called when vacancies 
arise in the organisation. 


Trade unions, trade associations and professional bodies can 
also be helpful in recruitment. ^ 

EMPLOYEE SELECTION 


Selection involves screening or evaluation of applicants to 
choose the most suitable out of them. It divides the candidates who- 
offer themselves for appointment into two categories ; those who are to 
be employed and those who are not to be employed. It is the process 
of rejecting and eliminating the less suitable applicants to identify 
those who have required skills and abilities. It is, therefore, a nega¬ 
tive process as compared to the positive process of recruitment. In 
selecting employees, their qualifications are compared with job' 
requirements and with each other. It is thus a process of matching 
candidates to the jobs. The basic purpose of selection is to choose 
the right type of candidates to fill up various positions or vacancies in 
the organisation. 


Importance : A planned and systematic programme of selection 
reduces labour costs through the minimisation of labour turnover and. 
absenteeism. “Proper selection and placement go a long way to¬ 
wards building up a stable working force, and eventually reducing 
labour co.ts." Selection is also important in view of high costs of 
recruitment and training and the difficulty of terminating the services- 
of an employee who is found unsuitable later on. Mistakes in selec¬ 
tion cause losses to both employer and employees. Employees placed 
on inappropriate jobs do not rece ive job satisfaction and maximum/ 
earnings as they cannot make full use of their potential. Employers 
suf^ because of high labour turnover, low emoloyec morale and 
heavy costs of stalfingT Misfits are likely to be inefficient and trouble¬ 
some for management. The basic purpose of employee selection is to 
choose the most suitable candidates to fill vacancies in the organisation. 
In order to achieve this purpose, a well designed and systematic 
selection procedure is required. Scientific techniques of selection 
should be used to choose the right man for right jobs, i.e., to fit square- 
pegs into square holes. In some organisations, candidates are 
guided and counselled in the selection of proper careers. An attempt 
is made to provide jobs to individual workers for which they are 
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best suited, so* efforts .*c known , * of 


IS is known as 


persons - - 
vocational selection. 

series of step 5 : Thl . of techniques by which pertinent information 

abotUapplicants ^‘applecart? C ^h* a selection^TOccdur^sh^^' 0 |bc 
learns more about he applicant. becomes available 

follows : ' h 

srtssm 

ss&n. visas,« --f rH: 
gs^jzztsstsr tessup 

<•« *»» 

candidate to fill in an application blank. 

(//) Application BlaHkT? Blank appiication forms are '* s ^ c 
those having minimum qualifications, jhc blank form is a rc 
of the age. qualifications, experience, etc, of the candidate .n h.> o 
handwriting It reflects the candidate s ability to express h>msel<a d 
serves as the basis for subsequent steps. The exact form w » ^ 
on the jobs and the firm. The application blank provides ■' wr tu 
record of the candidate’s qualifications, experience etc which « 
helpful at the time of interview. The.application.blank should b 
simple and should elicit information that is relevant to the job to he 
filled up. The form should elicit full information about candulates 
as it serves as a preliminary screening device A careful analysis 
the form helps in selecting candidates for tests and '"' el 1 
practice a great variety of application forms are used. Thus the ap. j 
cation blank plays a simple but important role, ‘‘discourages unsui 
able candidates and helps to determine which candidates '"^tthc: job 
requirements. Its wordings and comprehensiveness affect the efficiency 
and validity of selection. 

(Hi) Employment Tests : Tests have become a popular screening 
device. An employment test is designed to measure selected factors 
and to predict how well the applicant is likely to perf° rrn on *“« J 
Tests seek to examine a sample of the candidate s behaviour, attitudes 
and performance. They help in checking reported experience n. 
measuring the extent to which candidates are fit for the job and in 
making objective comparisons between them. 
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Tests can, however, be helpful only when they are designed 
and used by experts with the active cooperation of the line execu¬ 
tives. Tests should not be considered a panacea and should be used 
only when they arc economical and useful. No test is infallible or 
foolproof. Tests should, therefore, be considered as an aid and not 
as a substitue for other steps in selection. Their value lies in elimi¬ 
nating unsuitable candidates rather than in choosing the best 
candidates. 

Several types of tests are now used in selection. Some of them 
are as follows : 

(a) Performance Tests : This test measures the level of know¬ 
ledge and skills which a candidate has acquired for a particular job. 
For instance, candidates for the post of a typist may be asked to type 
some material in order to judge their speed and accuracy. Such 
tests are very helpful in the selection of technical personnel. Perfor¬ 
mance test is also known as proficiency test, achievement test and 
trade test. 

(A) Intelligence Test : Such a test seeks to measure the mental 
capacity of an individual in terms of his memory, vocabulary, 
perception, reasoning, etc. It also judges the ability to deal with 
abstract symbols, words, ideas, numbers, etc. It is a very widely used 
test in business. 

ft 1 (c) Aptitude Test : An aptitude test is used to measure the 
applicant’s capacity and potential for learning the skills required for 
a. particular job. It is helpful in predicting a candidate’s success on 
a particular job. 

^ ( d ) Interest Test : This test is designed to find out the likes and 
dislikes of the applicant for different occupations. It is helpful for 
determining the jobs suitable to him and is, therefore, used often in 
vocational guidance. 

Q)(e) Personality Test : It measures the temperament, maturity 
and emotional balance of an individual. It helps in weeding out 
candidates who may not be able to get along with other people, 

(/) Dexterity Test : This test is used to discover the ability to 
use the different parts of body in a coordinated manner. Dexterity 
test is useful in identifying ‘accident prone’ candidates for certain 
manufacturing jobs. 

Thus, a psychological test of employment is “a device for 
measuring quantitatively a typical sample of mental or motor perfor¬ 
mance in order to predict what an individual will do under certain 
circumstances.” 1 Psychological tests are of considerable value in 
selection as they provide valuable information which can be used in 
choosing the best candidates. 

1. L. Hall: Business Administration , p. 214. 
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.. -V Kmnlnvment IntJrriew : Personal or face-to-face interview is 
(,i>) Employ the most popular step in selection. Face-to-face 

,hC “rsationwUh the candidate helps in judging his overall personality, 

conversation wixn in check on the information 

temperament, aptitude, etc. a ^ understanding 0 f the 

cSale and can be used to inform the candidate about the job 

and the company. j . 

Rut interview is a time-consuming and subjective device. It 
But, interview** 0 f the candidates and not his skill or 

can test only th P effective an interview must be conducted 

abi Kk WeSy Jnd^ongSa?mosphere. Privacy and comfort 
in frame, irienuiy A frank talk The preparation should be 

SMSdate should be put to case and 
the interviewer should avoid embarrassing questions. 

Me should give full attention to the candidate and must discount 
,. JriStadjcS in arriving at a conclusion. Too much importance 
should not be given to physical appearance and manners. The size 
and composition of the interview- board should be proper. 

(v) Phy^l Examination : Candidates are often required to 
undergo medical examination. In some selection procedures a certi¬ 
ficate If Physical fitness is accepted. Such examination ensures that 
<a) the selected candidate is physically fit for the job; (6) he does not 
suffer from a communicable disease which may spread to other era 
Ivees and (r) the company is protected against unwarranted 
claims under the Workmen’s Compensation Act. It also reduces 
absenteeism and turnover. However, medical check up should not 
seek to reject candidates but to discover what jobs they are qualified 
to fill The physical examination should ensure that the candidate 
possess the physical qualities required for efficient performance ^ 
the job. A proper medical examination will ensure high standards 
of health and physical fitness of employees and will reduce ther inci¬ 
dence of absenteeism, labour turnover, etc. 

(i Inferences : Investigation of the background and employ¬ 
ment history is necessary to judge character and reputation. This 
is done by checking references and letters of recommendation pro¬ 
vided by the applicant. However, referees do not often givetheir 
unbiased judgement and mention only the good qualities of the candi¬ 
date. A referee can be an important source of information about 

the candidate’s personality and character provided he is assured that 
the information will be kept strictly confidential. 


(v/n Final Approval : The candidates who have crossed the above 
hurdles are referred to the official under whom they are to work. 

Selected candidates are formally appointed by issuing them appoint¬ 
ment letters and/or by making service agreements with them. 
Before putting them on permanent jobs, they are tried on the jod lor 
sometime. During the probationary period, the selected candidates 
are observed while working on the-job. On-the job test or trials may 
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be helpful to find whether he can be successful on the job or not. 
This is necessary as no device of selection can reveal fully and accu¬ 
rately the reality about a candidate. The candidate may have 
requisite qualifications but may fail to adjust to the job and other 
employees. Those found unsuitable for the job may be transferred 
to other jobs for which they are fit. If no such jobs are available 
they should be sacked immediately. 

The various steps in selection, described above, may be sum¬ 
med up in a chart as follows : 


SELECTION PROCEDURE 


j Preliminary Interview 

X 

> 

Application Blank 

X 

Employment Tests 

> 

- 7 

Employment Interview 

> 

> 

Physical Examination 

-? 

References 

s 

« 

\ Final Approval 

L 

r * 


Placement and Induction 

• Selected employees can be satisfied and efficient in performance 
when they are put up or posted on the right jobs. “Correct place¬ 
ment is in no way less important than planned recruitment for 
sometimes an apparently unsuitable new worker may prove efficient 
in another department if the personnel officer can only discover his 
potentialities.” Even a good apple can rot quickly if placed in 
a wrong basket. Placement refers to assigning specific jobs to select¬ 
ed candidates. It is the process of determining which of the several 
positions that are available should be given to each one .'of the 
selected candidates. U implies posting selected candidates on 
particular jobs on the basis of the intrinsic job duties and the 
characteristics of the employee. The new employee is assigned a 
particular job and there is a follow-up to find whether he can succeed 
in it or not. Follow-up may be held through informal talk between 
the candidate’s supervisor and the personnel officer. Sometimes, 
periodical reports of performance may be sent to the personnel 
department. Recruitment, selection and placement are all steps in a 
continuous employment programme and each can be improved 
through subsequent evaluation of success and failure of the 
employee. 

Induction or orientation refers to the introduction of the 
employee to his job, to the fellow workers and to the organisation 
as a whole. An orientation p^o 'ime should provide information 
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relating to the following : (a) a short history of the company, (6) 
the products and operations of the firm (c) the company s organ.sa- 
tion structure ( d ) personnel policies and practices of the company 
/„) ru [es and regulations of the concern (/) location of departments 
and employee facilities (g) grievance procedures (/<) safety measures 
(/) standing orders (j) employee activities, etc. Such familiarisation 
is important as the employee's initial experience influences h.s attitudes 
and performance. It helps in adjusting the employee to the new 
environment so that he does not feel isolated or a stranger. It in¬ 
creases his confidence, informs him of the job, acquaints him with the 
firm and develops a sense of belonging. 1 o make the new employee 
feel at home, formal orientation programmes are held in large com¬ 
panies. A systematic orientation programme is specially designed 
and arranged. The employee may be taken around the factory and 
he is introduced to the people concerned. Employee handbooks, 
information manuals, pamphlets and other printed material is used 
to enable the employee to become fully familiar with the job and the 
rules and regulations of the organisation. Lectures and discussions 
may be arranged to give necessary information and guidance. A well 
planned induction programme integrates the new employee expediti¬ 
ously with the organisation. In its absence, the new employee often 
picks up wrong impressions and forms negative attitudes. Unfortu¬ 
nately, induction of new employee as an aspect of personnel mana¬ 
gement has not received adequate attention in our country. It fosters 
a close relationship between the new workers and the old workers 
and their supervisors. Induction may also be used to give the new 
worker information regarding the location of locker rooms, cafcteriji 
and other facilities. 


TRAINING 

Training is the process of increasing the knowledge and skills 
of an employee for doing a particular job. It is an organised activity 
designed to create a change in the thinking and behaviour of people. 
In industry, it implies imparting new knowledge and skills and 
developing new attitudes so that the employees can perform their 
jobs more efficiently. Employee training is the p r ocess by which the 
skills and abilities of employees are built. It is different from 
development. Training involves preparing for impro\ed performance 
on a particular job while development implies growth of the individual 
in all respects. 

Training should be distinguished from education. “Training is 
any process by which the aptitudes, skills and abilities of employees to 
perform specific jobs are increased. On the other hand, education 
is the process of increasing the knowledge and understanding of 
•employees." 1 In other words education is wider in scope and more 
general in purpose. Training is work-oriented or occupational and 
has more specific objectives than education. However, it is difficult 
in practice to differentiate between education and training as in many 

J. M.J. Jucius : Principles of Personnel Management, p. 250. 


4.20 


BUSINESS ORGANISATION AND MANAGEMENT 


cases both take place simultaneously. Education, training and 
development may be seen as a continuous. 


Training involves assisting the employee in using more effectively 
his skills, in expanding his knowledge and skills and in finding his 
true potential. Broadly speaking, training is the continuous, syste¬ 
matic development among all levels of employees of that knowledge, 
those skills and attitudes which contribute to their welfare and to the 
welfare of the company. Training is effective only when it is properly 
planned and executed under realistic conditions. It must be 
understood that training is a continuous rather than a oncc-for-all 
process. 


Need and Importance : Systematic and scientific training is the 
cornerstone of sound management. In the absence of a formal 
training programme workers learn by trial and error and often pick¬ 
up wasteful methods or practices. Formal training has become more 
essential as the techniques and processes of production have become 
more complicated. Formal education does not obviate the need for 
training as it helps in the development of mental faculty but does not 
develop skills for specific tasks. Training is necessary to orient new 
workers with the processes and techniques of their jobs. Training is 
important not only for new employees but also for existing workers. 
They need training to take up higher level jobs. Continuous training 
is necessary to provide skills in using new machines and new methods 
of production which are being developed very fast. 



» A systematic training programme offers the following advan¬ 
tages : (a) It increases the productivity and performance of employees. 
(b) It helps in reducing wastage of materials and equipment. The 
economical use of resources reduces the cost of production, (c) It 
improves quality and quantity of work, (d) It reduces mistakes and 
accidents at the work place. ( e ) It reduces the need for close super¬ 
vision and helps management in concentrating on planning. (/) It 
increases the earnings, job satisfaction and morale of employees. 
They have better scope for advancement in their career, (g) There is 
an improvement in industrial discipline and industrial relations. ( h ) It 
reduces the rate of labour turnover and absenteeism and facilitates 
internal recruitment of employees, (i) It improves the organisational 
stability and flexibility of the firm. Training broadens the knowledge 
of the employees in all phases of the company’s operations. It makes 
them self reliant and creative and helps them to reach their maximum 
potential. It prepares employees for transfer, promotion, etc. Loss 
of kev personnel does not lower its effectiveness and it can more easily 
adjust to changes in its environment. Training facilitates delegation 
of authority and management by exception. It makes for uniformity 
of work methods and procedures. It eliminates the wastage involved 
in learning by trial and error. 

Monev spent on training is an investment in human capital and. 
should not be considered wasteful expenditure. The sayings created 
by training are much more than the amount spent on it. In tact m. 
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modern industry “no organisation can choose whether or not to train 

“vees .....the only choice left to management is whether 

tSkiina shall be haphazard, casual and possibly misdirected, or 
whether it shall be made a carefully planned pan of an integrated 
programme of personnel administration.’ -1 

Types of Training 

Training is needed for several purposes. According to the 
purpose, training is of following types : 

(i) Orientation Training: Induction or orientation training 
seeks to adjust newly selected employees to the job and the organisa¬ 
tion Every new employee needs to be introduced to fellow employees, 
to tlie boss and to the methods and techniques of the specific job. 
Such training creates self-confidence on the part of the new recruit 
and helns in reducing labour turnover. It also develops his interest 
in the organisation and ensures job satisfaction. A carefully planned 
orientation programme helps the new employee to identify himselt 
with the organisation and to adapt himself to the 10 b. Such training 
provides background knowledge regarding the terms and conditions 
of service, employee services and welfare facilities, policies of the 
company, working rules and regulations, etc. It is also known as 
pre-job training. 

(//) Job Training : It is the training given with a view to increase 
knowledge and skills for a specific job. Employees are taught to 
learn the techniques and processes used in the job, the handling or 
particular machines, the methods of reducing waste and avoiding 
accidents. Such training seeks to reduce waste and efficiency in job 
performance. 

(Hi) Safety Training refers to the training given to minimise 
accidents and damage to machinery. It involves instruction m the 
use of safety devices, explaining the losses of accidents, creating 
safety consciousness, etc. 

Promotional Training : This is the training of existing em- 
ployees to enable them to perform higher level jobs. The employees 
who are selected for promotion to higher positions are given training 
before they are put on the new job. 

(v) Refresher Training : It implies training of existing employees 
in the use of new methods and techniques of work. When existing 
techniques become out-dated or mare efficient techniques are 
developed, emyloyees have to learn the new techniques. Such 
training refreshes the knowledge of employees. It has become 
important with the rapid progress in science and technology. 
Refresher courses are of a short duration. 

1. Pigors and Myers : Personnel Administration, p. 377. 
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Methods of Training 

Several methods are used to train employees at different 
levels. The method to be used in a particular case depends on the 
considerations of cost, time available, number of trainees and such 
other faejors. The training methods used in practice arc described 
below 

Gyokthe-Job Training : It is the oldest and the most common 
method of training. Under this method, the new employee is put on 
a specific job or machine in the office or factory. He gets coaching 
from his superior. As an under study, he learns by observation, 
experience and imitation. Thus on-the-job training involves 
coaching, under study and job-rotation. He learns under the 
guidance of a supervisor or an instructor or an experienced employee. 
He is explained the nature of work, the use and handling of machines 
and tools etc. The method is not appropriate for iraining a large 
number of unskilled and semi-skilled workers for clerical, manual 
and selling jobs. It is useful for teaching knowledge and skills that 
can be learnt in a short period of time. It is also suitable when 
the number of trainees is small and work is of a repetitive nature. 


On-the-job training has several advantages : (a) It is very 
economical as no separate place and equipment is required. Moreover, 
the worker produces as he learns. ( b) It is simple as no elaborate 
training programme is required and no line-staff problems arc 
involved, (c) As the trainee learns in the actual work environment 
no adjustment is needed after the training. The trainee gets a first¬ 
hand experience of the job and is motivated to learn. Training is 
conducted in the most realistic and practical situation. 


The method suffers from some limitations : (a) It involves some 
interference in the normal routine work; (b) the pressure of work 
and disturbances at the work place make concentration difficult; 
(c) if the trainer is not competent or motivated to train, training 
becomes haphazard and inefficient; (d) the trainee may learn some 
of the defective methods of his colleagues. The trainer must be of 
a high calibre; ( e ) the employee takes a relatively longer time to 
learn the whole process. On-the-job training is a time-consuming 
and wasteful method of training. 

Vestibule Training : In this method, employees are trained 
in a special training centre within the plant. Efforts are made to 
create actual workshop conditions in the special training centre 
which is called vestibule. Separate machines and tools are used and 
special job instructors impart the training. This method is suitable when 
a iarge number of employees must be trained quickly for the same 
type of work. It is used for training technical and clerical workers. 
It is also used when job is difficult and requires special coaching or 
where mistakes will seriously impair production schedules and where 
machines and tools used are not very costly. 
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Vestibule training has following advantages : (a) The employee 
, Within a short period as the disturbance and incon- 

iS a >m-e°of acTual work is avoided! In the absence of confusion and 

ven c!nre of the work situation employee can concentrate on learning. 
K removes the initial nervousness which a new employee may 
i b \ H he ^ directly put on the job. The worker gets accustomed to 
It'} routine work before he is asked to do the actual job. (<•) It does 

o, interfere with regular production during the course of training. 

More thorough and individualised learning is possible as the 
(d) More 1 nor s carefully controlled. A vestibule school is 

fn'auempt to duplicate as nearby as possible the actual work condi¬ 
tions of the work place. 


The main limitation of this method is that it is relatively costly 

mmmmm 

line-staff problems. 

Qjtt Apprenticeship Training : This method is used1 to’impart 

A n pPreSship d Sis C rSl12 


class-room instructiot in particular subjects. This is Th 
training skilled workers for a relatively longer period .1 he n 
employees are required to work as apprentices to the experts. The 

apprentices are raid some remuneration during training The terms 

aid conditions of training are generally 

ship laws or the country. In some cases apprenticeship programmes 

are arranged jointly by employers and trade unions. 


Apprenticeship method is used to train employees for technical 
and skiUed jobs and crafts like machinists, electricians, welders, etc. 
“Apprenticeship training is desirable in industries such as the metal 
trades, printing P trades, building and construction which require a 
constant flow of all-round craftsmen. 


This method enables the trainee to have all round proficiency 

in skilled jobs. The trainee learns both theoretical ^ practical 
knowledge J In India employees in certain specified industries are 
required binder"the Apprenticeship Ac.,1962 to 

of apprentices in ‘designated trades. This method is however 
expensive and time-consuming. Continuous supervision is necessary 
and standards are rigidly defined under the apprenticeship lawsor 
agreements. Moreover, the employee may leave the firm after traini g 
and all expenditure on him may go waste. 



MJiernship Training : Under this method _ employees are 
provided - both theoretical instruction and practical training through 
the joint efforts of business firms and vocational or training mstitu- 
tions. Trainees get theoretical instruction in educational or technical 
schools and practical work experience in factories or omces. inis 
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method is suitable for professional and technical personnel. Students- 
in the educational institutions spend some time on a practical job and 
employees of a firm may be sent to obtain the basic theoretical 
knowledge in the class. This method thus creates a balance between 
theory and practice. Such a cooperative arrangement benefits trainees 
as they have better chance of being absorbed by the business firms in 
which they get practical training. Sometimes, special courses are devised 
to provide advanced knowledge to workers in specific areas related to 
the job. Lectures, group discussions demonstrations, etc., are used 
to impart such knowledge. This is known as ‘class-room training’. 
Such courses may be conducted by the executives of the firm itself or 
by outside experts. 

Executive Development 

Executive development or management development refers to 
the progress a manager makes in learning to manage more effectively. 
Jt is a systematic and continuous process through which executives 
learn advanced knowledge and skills to improve their ability and 
performance. It is an organised and planned process of learning 
and growth designed to improve managerial behaviour for the achieve¬ 
ment of organisational and personal goals. Executives learn largely 
through job experience and by participating in the training 
programmes. Through management development, executives cultivate 
their mcntaU<fbi!ities and inherent skills. “Manager development, then, 
is possible if the man has the intelligence and the desire to make the 
best use of his learning opportunities, if he is well trained in what he 
should be doing in each successive position and if he practices mana¬ 
gement with insight and growing skill.’* 1 Developing a manager is a 
progressive and never-ending process as there is no limit to which a 
person may be developed. -Manager development concerns the means 
by which a person cultivates those skills whose application will 
improve the efficiency and effectiveness b£ which the anticipated 
results of an organisation are achieved. It ensures the supply of 
capable executives neccessary for the continuity and growth of a 
firm. 


Techniques of Executive Development 

The methods of executive development may broadly be divided 
as follows : 

On-the-job training methods 

^ p) Coaching 7 iC 
, H iiy' Understudy? ^ 4 
(i/7)/Position rotation^ 

(iV) Special Projects and task force 
(v) Committee Assignments 
^ (vi) Selective reading 

1. tfoontz O’Donnel: op. cit ; p. 507. 
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leader The purpose of the conference is to pool the thinking and 
experience of the group members. The conference usually consists of 
ten to fifteen members who have had some experience and back¬ 
ground of the topic under discussion. The success of conference 
training depends on the ability of the leader and the willingness of 
the members to participate actively. 

(xii) Multiple Management : The technique of multiple manage¬ 
ment consists of auxiliary management boards of executives who study 
the problems of the organisation and make recommendations to top 
mana g emen t. it was developed by Mr. Charles P. McCornick of 
the McCornick Company of Baltimore, U.S.A. It seeks to provide 
executives with an opportunity to study, observe and experience the 
responsibilities of higher levels. Sometimes, a junior board consisting 
of young executives is constituted to study problems in detail and to 
assist the senior board in decision making and control. 

PROMOTION POLICY 

Promotion refers to the advancement of an employee to a higher 
job involving greater responsibility, more pay and better status. It 
is the movement of an employee to a position of better remuneration, 
higher status and greater responsibility. A mere increase in pay 
or working conditions without an increase in status and responsibility 
is called upgrading or dry promotion. Demotion is the opposite 
of promotion. 

The policy of filling vacancies at higher levels through promo¬ 
tion of lower level employees has several advantages : (a) Employees 
have an opportunity for improving their statu* and earnings. 
Promotion, therefore, improves the motivation and morale of 
employees. ( b ) It creates a sense of loyalty among employees. By 
satisfying the basic urge for advancement, it reduces industrial 
disputes, labour turnover and absenteeism, (c) It impro\cs the 
quality of performance. Reduction in waste and indiscipline results 
jn lower costs. “The company that has no recognised promotion 
policy is likely to have frustrated and restless employees a* they 
have no opportunity for advancement.” 1 

However, all higher level vacancies need not necessarily be 
filled through promotion. Sometimes, lower level staff may not be 
fit for promotion. Moreover, recruitment from outside brings new 
blood and independent thinking. The basic aim should be to obtain 
the best possible personnel no matter wherefrom they come. 

Basis of Promotion—Merit vs. Seniority 

There are two bases of promotioan, i.e., seniority and merit. 
Employers generally favour merit, while employees and their unions 
prefer seniority as the basis of promotion. 


1. I.I.P.M. ; Personnel Management in India , p. 211. 
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. Semonty . mea ? s length of recognised service. It is counted from 
} ° ln u ng th , e 0 , r S ai I isation or from the date of confirmation. 
”'° ty can r be calculated in several ways. It is lost due to certain 
e\ents, e.g. t frequent absence from duty. 

PromnS 1 / ll “if °- lde ? and rnost wide| y u «d basis of promotion, 
m an K h , baS lf °. f sen.ority is justified on following grounds : 
irtinn ne ft, ° bj Ct,Ve baS ' S ,: ** P rcvents favouritism and arbitrary 
fimnin ,„H nf >S no room for discretion or prejudices. («) It is very 
i" d P /. C > f abe as sen.ority can be measured easily and 
i " 0 Every ? T m PJ 0 >' ee has a definite idea at all times of 
,‘f, l! ac ® the 8 rou _P- . He feels secured and develops a sense of 
loyalty to the organisation. Promotion based on seniority is a reward 
for loyalty (...) It reduces labour turnover as employees try £ 
remain in the firm to accumulate seniority, (v) Seniority is acceptable 
!? a r dc u mons and gives a feeling of satisfaction to employees. It 
therefore, helps in minimising disputes on promotion, (vi) Length 
of service is an approximate measure of experience and ability. 

hoiw^i? man haS b ° Cn in S , ervice for a lon « timc he ought to be 
£ C UnlcSS he has been dod e in e work. Seniority 

also fits with the cultural expectations or social custorm of India. 


in „ ( | ^?';; rity - tbC s ? ,ebasis of promotion has, however, the follow- 
"f, d ‘ mer ' tS ' Semonty provides no incentive to improve perfor- 

r ^.r. :; ,KOUrage f, half ' hearted performance and inefficiency, as 
no different .at ion is made between efficient and inefficient employees. 

' J. owcrs lhc . morale of ambitious and meritorious employees as 
arP £ no recogiut'on When less competent but senior employees 

‘em,ien f v ^° VC ‘, hcm 'frustrated and lose interest in 
efficiency. (< ) The quality and quantity of work suffers as employees 
*° ■ lck around and do not make full use of their capabilities. 
Employees with longer service are not necessarily more com- 
S-mority overvalues experience and places no premium on 
merit, [c) Rigid adherence to seniority makes it difficult to recruit 
and retain capable personnel. (/) Rules for the accumulation of 
semonty nave to be laid down with particular reference to the impact 
of suspension, lay-off. strike, discharge, etc. 


Merit refers to the efficiency and ability of an cmplovee. Pro¬ 
motion on the basis of merit has following advantages : (i) It provides 
a powerlu. incentive to work hard and make continuous improve¬ 
ment in efficiency. ( 11 ) Ambitious and hard working employees are 
duly rewarded. They feel satisfied and contribute maximum to the 
success of the organisation. (///) There is an overall improvement in 
operations and the profit of the enterprise. 


Merit has been criticised due to following limitations : ( a ) It is 
very difficult to measure merit objectively. It thus leads to favouri¬ 
tism, nepotism and arbitrary actions on the part of supervisors and 
management. ( b ) Employees feel insecure and become discontented. 
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Unions oppose it and its use may, therefore, spoil industrial relations. 
(c) The morale of employees is low when they find that their juniors 
are promoted before them. It causes frustration and loss of interest 
and loyalty for the organisation. Moreover, merit does not indicate 
an employees promotability. An individual may be quite competent 
for the present job, but his overall personality may not be suitable 
for higher positions. 

Thus neither absolute seniority nor exclusive merit is a sound 
basis of promotion. A sound promotion policy should be based on 
a judicious balance between the two. In practice, seniority is given 
more weightage but merit should also be given due consideration. 
None of the two should be the exclusive criterion for promotion. 
Seniority can be the deciding factor when two persons are equally 
meritorious. Similarly, out of the two equally senior employees the 
more competent one should be promoted first. If senior-most em¬ 
ployee is incompetent to do the job well, junior employees with merit 
should be promoted. 

Essentials of a Sound Promotion Policy : A sound and systematic 
promotion policy should consist of the following : 

(/) Lines of promotion should be clearly defined. For each job 
a schedule of jobs to which promotion can be made should be 
prepared. 

(//') The policy of management regarding filling of vacancies 
through promotion or from outside should be clearly stated. 

(Hi) Promotion policy should be based on job analysis to difine 
job requirements. Employees should know clearly what is expected 
of them in higher jobs, so that they can prepare themselves for 
advancement. 

(iv) The basis of promotion should be clearly defined. The 
relative weight to be given to merit and seniority should be specified. 

(v) Objective and systematic plans of performance appraisal 
should be set up to identify promotable employees. This is 
necessary to avoid unfairness in promotions. 

(vi) Accurate and uptodatc records of seniority and merit 
should be kept. All employees should be kept informed of their 
record and opening for promotion. 

(v/7) The report of each employee should be prepared by his 
supervisor but subject to the approval of the departmental head. 

(»'///) There should be sufficient arrangements for the training 
of employees selected for promotion. 

(/*) A sound promotion policy should provide for appeal 
against a promotion and all complaints in this regard should be 
processed systematically. 
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(a) Promotions should not be forced on reluctant employees. 
Alternative arrangement like upgrading be made to reward hard¬ 
working and loyal employees who do not want to take over greater 
responsibilities. 
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QUESTIONS 

1. What do you understand by the hiring function in Industry? Describe 
briefly the various sources of recruitment of personnel in India. 

2. Describe the nature and importance of selection in personnel management. 
Outline the steps in the procedure for selection of supervisors. 

3. Discuss the nature and types of Industrial training. What methods are 
used for training employees in Industry ? 

4. Differentiate between vocational selection, vocational guidance and voca¬ 

tional training. Describe the role played by each in the personnel manage¬ 
ment of a concern. (Delhi, 1971) 

5. What is a ‘Promotion Policy* ? To what extent should merit be the basis 

of promotion ? {Delhii 197 sy 

6. Write short notes on : 

(o) Placement 

(h) Importance of Industrial Training 
(c) Induction or Orientation 
id) Executive Development. 

7. You have been appointed as the Personnel Director of Delhi Industries 
Ltd., a fast growing large Industrial empire in India. It proposes to select 
some management trainees. What procedure will you follow for the 
recruitment and selection of these personnel ? Discuss every step in brief. 

(Delhi, 1978) 

8. Write an explanatory note on scientific selection of employees. 

(Delhi, 1979) 

9. What is executive development ? Explain in brief the various systems or 
executive development. 




Performance Appraisal 


Performance appraisal or merit rating refers to the systematic 
measurement and evaluation of the performance of employees on a 
particular job. It implies systematic evaluation of the individual with 
respect to his performance on the job and his potential for develop¬ 
ment. It is a technique of assessing objectively the strength and 
weakness of individual employees, to determine their contribution and 
worth to the enterprise. It is a system of measuiing both qualitatively 
and quantitatively an individual's capacity in relation to his job. 
Dale Yoder has defined performance appraisal as “all formal 
procedures used to evaluate personalities and contributions and 
potentials of group members in a working organisation. It is a conti¬ 
nuous process to secure information necessary for making correct 
and objective decisions on employees.** The comparison of perfor¬ 
mance with job requirements helps in finding out the merit of indivi¬ 
dual employees in a work group. Rating may be done by the 
supervisor or by experts. 

The personal qualities which arc used for rating employees 
include both performance and potential. They consist of knowledge 
of the job, quantity and quality of work, attendance, punctuality, 
reliability, teamspirit, initiative, intelligence, accuracy, judgment, 
leadership, adjustability, self-confidence, conduct, etc. 

Performance appraisal should be differentiated from job 
evaluation. The former involves appraisal of individual employees 
on a specific job while the latter is the measurement of the relative 
woith of different jobs. The objective of performance appraisal is 
to determine the reward to be given to a particular employee over 
and above the base rate. Job evaluation, on the other hand, seeks 
to fix fair base rates for different jobs. The two have different aims 
but go hand-in-hand in the determination of fair wage and salary 
rates. In job evaluation emphasis is on the job and its value. But 
in merit-rating emphasis is on the performance and potential of an 
employee. 

Purpose and Importance : The aims and uses of performance 
appraisal may be stated as follows : 

(/) Formal and systematic appraisal of employees reduces 
favouritism and arbitrary judgment in personnel decisions. Such 
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appraisal is helpful in the selection and training of new emyloyees. 
It provides data which is helpful in employee selection and 
training, etc. 

O’ 1 ’) Performance appraisal is helpful in checking the correctness 
of selection, induction and placement, and thus in judging the efficiency 
of the employment office. It reveals misfits and unfits who can be 
trained for and transferred to the right jobs. Experience thus gained 
can be used to avoid mistakes in future. It helps in assigning work 
to employees for which they arc best suited. 

(Hi) It aids the employee in his growth and development. 
Management can use it for vocational guidance and career counsel¬ 
ling of its employees. An employee comes to know of his weakness 
and defects and can take steps to remove them. 

(/V) It provides a scientific basis for selecting employees for 
promotions, merit increments, transfers, lay offs, etc. It helps in 
overcoming employee and union objections as arbitrary action is 
avoided. 

(v) It provides permanent disciplinary and performance records 
of employees. Such records protect management from the charge 
of discrimination, favouritism and unfair labour practices. 

(»7) It creates the spirit of competitiveness among employees 
and provides an incentive for improving performance. It serves to 
maintain fair relationships i i work groups. 

(W/) It reflects management’s interest in the progress and deve¬ 
lopment of employees. This feeling improves the job satisfaction and 
morale of employees. 


Limitations : Merit rating is no doubt a valuable tool of per¬ 
sonnel management. But it is not a foolproof technique and cannot 
be a substitute for cxecutixe judgment. The main limitations of merit 
rating arc as follows : 

(/) It involves subjective analysis as certain qualities cannot be 
quantified. Rating in one factor may affect rating in other qualities, 
i.e.. ihe hallo-effect. Interpersonal relations belwcent he worker and 
the supervisor also influence the rating, f/7) In order to make the 
appraisal objective, elaborate procedures are used. Such methods 
are very complicated and may create distrust among workers. 
(Hi) Employees who are rated inefficient or those rated better but not 
rewarded feci frustrated and their morale goes down, (iv) Rating will 
be inaccurate and difficult if the rater does not have adequate infor¬ 
mation and full cooperation of management and employees, (v) Fre¬ 
quent changes in rating procedures and the tendency of raters to rate 
most of the employees as average may cause suspicion, tv/) The 
rater may be incompetent or may be lenient to avoid controversy. 
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This affects the accuracy of results, (vii) Raters may not follow uni¬ 
form standards and their judgment may differ. A rater may constantly 
overvalue or undervalue the rates on a given quality. This makes the 
rating uncomparable and valueless, (vi/7) “Any scheme of merit rating 
not only needs careful planning, but careful explanation of its purpose 
if it is to be accepted.'* 1 In practice the results of ratings are 
forgotten once they are made and personnel decisions are made with¬ 
out reference to them. 

SYSTEMS OF PERFORMANCE APPRAISAL 


Various plans of merit rating have been developed. Some of 
them are objective and quantitative while others are not. Basically, 
there are two approaches to performance appraisal, namely, 
//) appraisal of employee according to his traits or attributes, and 
(//) appraisal of results or goal achievement of employees. However 
the two approaches are inter related as appraisal of traits originates 
in the need to evaluate the work perfoimance of the employee. 
Similarly appraisal of results involves some assessment of personality 
characteristics of the employees. 


The Trait Approach 

The trait approach to performance appraisal is a traditional 
system of appraisal. The important traditional methods of perfor¬ 
mance appraisal are described as below : 

1. Man-to-Man Ranking : Under this method employees arc 
compared with one another and are ranked in order of merit. The 
overall personality of a worker is considered and his individual traits 
are not taken into account. The most efficient employee is ranked as 
number one, the second best as number two and so on. Ranking is 
the oldest and simplest method of appraisal. The method is quite 
simple and useful provided the number of employees is very small and 
the work done is of a quantitative nature. But the method involves 
subjective judgment and lacks precision. It does not reveal the 
amount of difference in the merit of two employees. It is, therefore, 
unsuitable for a large firm. 


A refined version of the simple ranking method is the Paired- 
Comparison Method , under which employees are compared and ranked 
in pairs. For example, if there are three workers in a group, the 
pairs compared may be X with Y, X with Z, and Y with Z. In this 
way, every employee is compared with all others in the group. This 
method reduces to some extent the subjectivity of simple ranking but 
becomes very complicated when the number of employees in a group 
is quite large as it requires a large number of comparisons. 


2. Graphic Rating Scale : It is the oldest and a common 
method of merit rating. A graphic rating scale is a chart indicating 
the different degrees for each of the various qualities on which em- 

1. I.I.P.M. : Personnel Management in India, p. 234. 
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ployees are to be appraised. The typical qualities are quantity of 
output, quality and workmanship, knowledge of the job, initative, 
potential for development, etc. Different degrees are stated as poor, 
average, good, excellent, etc. or by 1, 2, 3, 4, etc. An employee will 
be given scores according to the degree to which he possesses a parti¬ 
cular quality. The total score will indicate his merit. For example, 
ratings for one factor may be shown as follows : 


Poor 

Average 

Good 

Excellent 

0 1 2 

3 4 5 

6 7 

8 9 10 

Quality & 




Workmanship 





This method is more objective as it tries to quantify the various 
traits. The scale serves as a standardised device for recording judg¬ 
ments in a uniform manner. But different factors are given equal 
significance which is not proper. Most of the ratings tend to cluster 
on one side of the scale due to the hallo effect. The rater has to 
report and evaluate several degrees for each of the traits and his bias 
may affect the ratings. The scale is easy to construct and simple to 
understand. It reveals the factors on which an employee needs 
development and facilitates comparisons between different employees. 

3. Check List Method : A list of specific statements describing 
the performance and behaviour of an employee is prepared. Each 
statement is given a scale value or weight. The total of these gives 
the merit of an employee. A specimen check-list is given below : 

Check List for Mechanics 

True False 


1. He is regular on the job. V — 

2. He can anticipate need for repairs. — V 

3. He has complete knowledge of job. V — 

4 . He is reliable. V — 

5. He takes too much time in locating faults. — V 


This method compels the supervisor to think in terms of specific 
aspects of an employee’s behaviour and rating is not based solely on 
general impression. Sometimes weights are assigned to individual 
traits and weights are then averaged. It is, however, a time-consum¬ 
ing and expensive method. Check-list can be prepared only when 
supervisor has complete knowledge of the job and employees. It 
avoids the tendency to give consistently high or low ratings. 

A modified form of the check list method is the Forced Choice 
Method. It is often difficult to decide whether a particular statement 
is fully true or false. Therefore, degrees of appropriateness are laid 
down for each statement and the rater is required to choose the 
particular statements which are most appropriate and least appro¬ 
priate for a particular employee. An example of forced-choice is 
given below : 


-PERFORMANCE appraisal 

Forced-choice Block Most Appropriate Least Appropriate 

Seldom makes mistakes 2 

Likes constructive criticism 

Cannot take quick decisions 

Easy to get acquainted with 5 

This shows that the last statement is most appropriate and the 
first is least appropriate and accordingly scores are assigned. The 
sum of scores for different phrases gives the total score. The rater 
does not know in advance the total effect of his choice. This system 
is more objective as there is lesser scope for personal prejudices. But 
it is a very complex, time-consuming and expensive method. It 
also gives an impression that supervisors are not trusted by 

management. 

4. Forced Distribution Method : In this method, the rater is 
forced to distribute the ratings in different categories, i.e poor, 
below average, average, above average and outstanding. Employees 
are rated on overall performance rather than on different qualities. 
The distribution of employees has to be such that it forms a normal 
frequency distribution, e.g. t 10 per cent in the lowest category, 20 per 
cent in below average, 40 per cent in average, 20 per cent in above 
average and 10 per cent in the highest category. 

The method eliminates bias of the rater so that ratings do not 
cluster at one level. The system is easy to understand and administer. 
However, it is always possible to classify employees with a normal 
distribution. 

5. Critical Incidents Method : The performance of employees 
is evaluated on the basis of certain important episodes or events in 
their working life. The exceptional achievements and failures of an 
employee are known as ‘incidents'. Each incident represents an 
exceptional behaviour of an employee at work. For example, the 
reactions of an employee and the corresponding scores to a break¬ 
down of a machine may be as follows : 


Worker 

Reaction 

Score 

A 

Informed supervisor immediately 

5 

B 

Become anxious of loss 

2 

C 

Was happy to have forced rest 

0 

D 

Complained of poor maintenance 

1 


This method avoids subjective judgement and does not depend 
upon the rater's memory of the behaviour of employees. There is 
definite evidence to support the appraisal. This method, however, 
requires trained and expert raters. It also results in close supervisors 
which may curb initiative and creativity on the part of employees. 
The supervisor has to record all critical incidents in employee be¬ 
haviour. It may be difficult for the supervisor to decide what is the 
'Critical or exceptional incident. Moreover, critical incidents are too 
ifew and far between to render corret appraisal. 
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Free-form essay, field review, personal interview, etc. are other 
less important systems of performance appraisal to generate employees’ 
confidence in resulting decisions, the system of performance appraisal 
must be accurate, fair and objective. It should permit evaluation of 
all performances in the same manner, utilising the same approach so 
that the ratings of different personnel are comparable. The essential 
feature of systematic appraisal is the accurate measurement of per¬ 
formance so as to reduce human bias and prejudices. 

Criticism of Traditional Systems 

The trait-approach methods of performance appraisal are 
simple and convenient. But they are based upon the judgement of the 
rater due to which there is always danger of personal bias or prejudices 
affecting the results. Therefore, traditional systems are considered to 
be lack reliability and validity. The main limitations of traditional 
systems are as follows : 

1. Traditional systems involve too much judgemental role 
of the supervisor and they lack the objectivity and fairness of 
appraisal. It is difficult to define the traits precisely and the rater 
may lack the ability for proper appraisal. 

2. These systems lead to antagonistic response on the part of 
employees. Employees dislike being evaluated by trait rating 
systems since the appraisal is based on the thinking of the supervisors 
rather than on accomplishments. 

3. The scope and objectives of trait approach are very limited. 
They are of comparatively less use at the executive level as the per¬ 
formance of professional and managerial personnel cannot easily be 
quantified. 

4. The traditional systems do not put due emphasis on the 
development of employees. These systems concentrate upon the 
present abilities and capacity of executives and provide little motiva¬ 
tion to employees to improve their capabilities and potential. 

Goal Setting Approach to Performance Appraisal 

The goal setting approach or appraisal by results involves 
evaluation of employees on the basis of their performance or contri¬ 
butions to the accomplishment of objective. Psychologists point out 
that performance is a better indicator of potential and quality. The 
essential feature of this approach is the observation of subordinate's 
performance against specific pre-determined goals. Conclusions are 
based on observation of performance rather than upon the superior s 
opinions of the subordinates. The basic elements of goal oriented 
appraisal are as follows : 

1. The superior plans the terms and responsibilities of subor- 
dinates in consultation with them. Job descriptions and final targets- 
of performance are laid down through mutual consultation. 


performance appraisal 

2 . The subordinate prepares a plan for a specified period, 

say six months or a year. 

3 The superior fix up his supporting and evaluating role in 

consultation with his subordinates. 

4 Check points are established for the evaluation of the per¬ 
formance and methods of measuring the progress are defined. 

5 At the end the specified period, the superior evaluates 
subordinates’ performance on the basis of mutually agreed criteria. 

6 The superior discusses the results and his appraisal with 
subordinates. Corrective action and targets for future are decided 
through mutual consultation. 

Thus the appraisal by result approach emplasiscs the setting 
and achievement of goals, active participation of subordinates and 
time bound results. The success of this approach depends upon : 
(i) eood job descriptions specifying key areas for the development ot 
goals, (//') specification if specific rather than general goals; (iii) trust 
in the subordinates to establish reasonable goals; and (/V) emphasis 
on problems solving rather than on critical discussion ot the 
subordinates’ performance. 

Evaluation of Goal Setting Approach 

The goal setting approach to performance appraisal reduces the 
scope for subjective judgement of superior. It diverts attention to 
development of employees rather than on their weaknesses. Mutual 
setting of goals and self appraisal improve the motivation and morale 
of employees. They know the goals and the standards by which 
they are to be appraised. This approach creates a positive and 
cooperative response instead of defensiveness and resistance on the 
part of Employees. The goal setting approach is, therefore, prelerablc 
to the trait approach. However, the goal setting approach sutlers from 
the following limitations : 

1. This approach requires such jobs in which subordinates 
can establish their own goals. It cannot be applied in restricted 
jobs where performance is not quantifiable. 

2. Goal setting approach puts maximum emphasis on results. 
But results may be poor due to factors beyond the control of subor¬ 
dinates. Operating performance is not the only criterion ot an 
individual’s work. His managerial ability and potential for develop¬ 
ment are also important. 

3. One of the weaknesses of the approach is that it involves 
considerable time, thought and contact between superior and sub¬ 
ordinate. In case of a wide span, this approach may be in¬ 
appropriate. 

4. Result oriented appraisal is appropriate at the executive 
and supervisory levels. Rank and file find it very difficult to set 
their own goals and to evaluate their performance themselves. 
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5. Goals setting approach puts entire emphasis on training 

and development. Some people argue that critical evaluation and 

improvement of performance are incompatible. 

MAIN REFERENCES 
Personnel Administration. 

Personnel Management in India. 

Principles of Personnel Management. 

Personnel—The Human Problems of Management. 
Personnel—The Management of People at work. 

UNIVERSITY QUESTIONS 

1. What is performance appraisal ? Discuss the objectives of a comprehensive 
programme of performance appraisal. 

2. Explain the importance of performance appraisal and promotion in a 

scheme of efficient personnel management. (Delhi, 1971,1977 ) 

3. Name the traditional systems of performance appraisal. Explain any 
one of the systems in detail, bringing out clearly the limitations of tradi¬ 
tional approach to performance appraisal. 

4. What do you understand by the ‘goal-setting approach* to performance 
appraisal? In what respects is the ‘goal setting approach’ superior to 
the traditional systems of performance appraisal ? 

5. Wiite an essay on the recent trends in performance appraisal. 


Pigors and Myers 
I.I.P.M. 

E.B. Flippo 
Strauss and Sayles 
Dales Beach 




PART V 

DIRECTING 


1 . NATURE and importance of direction 

2. MOTIVATION AND MORALE 

3. LEADERSHIP 

4. COMMUNICATION 




Nature and Scope of Directing 


DIRECTION 

Direction is the managerial function of guiding, inspiring, 
overseeing and commanding subordinates towards the accomplish¬ 
ment of desired objectives. It is concerned with influencing the 
behaviour of subordinates to secure desired action from them. 
Direction consists of: 

(a) issuing orders and instructions ; 

(b) leadership to guide and counsel subordinates and to 
enforce discipline ; 

( c ) communications to create mutual understanding ; 

( d ) supervision to ensure compliance with plans ; 

(e) motivation to encourage people to strive willingly towards 
the goals, i.e ., to develop teamwork. 

Nature of Direction 

To direct subordinates, a manager must motivate, communi¬ 
cate and lead. Direction involves using instructions and making 
certain that operations are carved out as originally planned. As a 
function of management, direction initiates group action and sets 
the organisation machinery into motion. In the words of Ernest 
Dale, “direction is telling people what to do and seeing that they do 
it to the best of their ability.’* The scope of direction is very wide. 

It consists of all those activities which a manager undertakes to 
influence the actions of his subordinates to secure desired perfor¬ 
mance from them. Directing is a complex function that includes 
all those activities which are designed to encourage subordinates to 
work effectively both in the short and the long run." 1 It ensures 
that subordinates do their work as expected and with self-satisfac¬ 
tion. It makes subordinates to understand and effectively contri¬ 
bute towards the attainment of common objectives. Directing is a 
difficult function as it deals with interpersonal and intergroup 
relationships about which little is known and over which an execu¬ 
tive has little control. 

According to Newman, “the process of direction is concerned 
with the way an executive issues instructions to his subordinates 
and otherwise indicates what it is that should be done.” 2 Direct¬ 
ing is the heart of management in action as the success of manage¬ 
ment lies in effective direction of people for the implementation of 
plans. 

1. Koontz and O’ Donnell : Principles of Management, p. 537. - 
2 . W.H. Newman : Administrative Action t p. 375. 
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Management, being getting things done through people, 
direction is an essential function of management. Faulty direction 
can completely nullify efficient planning and organising and can 
make the attainment of objectives impossible. Traditionally, the 
chain of command has been the main technique of direction. But 
subordinates can not be driven to performance. Their willing 
cooperation and understanding is a more effective means of direc¬ 
tion. Communication, motivation and dynamic leadership have 
become the most important components of direction. 

To summarise, direction is characterised by the following : 

1. Dynamic Function : Direction is adynamic and conti¬ 
nuing function. With changes in plans and organisational relation¬ 
ships, the methods and techniques of direction have to be changed. 
A manager has to supervise and guide his subordinates at all times 
to secure desired results. 

2. Provides a Link : Direction links different functions. 
Planning, organising and staffing are preparatory functions. Direc¬ 
tion lends meaning to them and provides the material (actual per¬ 
formance) for control. It is through direction that the purpose of 
planning, organising, staffing and control are achieved. 

3. Its Essence is Performance : Direction initiates action by 
creating goal directed behaviour. “Nothing happens unless and 
until the business automobile is put into gear and the accelerator 
depressed.” 1 Direction is a creative function that makes things 
happen. Jt converts plans into performance. It is the nucleus 
around which the practice of management is built. The basic 
purpose of direction is to achieve organisational goals through the 
integration of efforts. 

As a performance oriented function, direction ensures the 
continuity of operations. Effective direction results in the attain¬ 
ment of group goals at minimum possible cost. 

4. Universal Function : Direction is performed by managers 
at all levels and in all organisations. Every executive must motivate, 
supervise, lead and communicate with his subordinates to get the 
work done. However, the time spent on direction decreases at 
higher levels of authority. The chief executive has to direct the 
entire organisation. 

5. Involves Human Relationship : Direction is concerned 
with relationships between people. It seeks to create co-operation 
and harmony among the members of a group. 

Principles of Direction 

Direction is a complex function as it deals with people whose 
behaviour is unpredictable. Effective direction is an art which a 


2. Theo Haimann : Professional Management, p. 408. 
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manaeer can learn through practice. A manager can 
increase his efficiency of direction by observing the 


however 

following 


principles: ^ . . 

(/) Harmony of Objectives : Direction is effective to the 
extent to which individual objectives in co-operative activity are 
harmonised with group objectives. The personal objectives of 
individual employees ditler from the enterprise objectives. Unless 
the two arc made complementary, direction cannot be effective. 
Instead of relying on selfless devotion or use of force, an executive 
should design a system under which people can satisfy their personal 
interests by"working for enterprise goals. 

(/'/) Unity of Command : A subordinate should at a time 
receive orders from and be accountable to only one superior. This 
is necessary to avoid division of loyalties, conflicting orders, and 
problem of priorities. Multiple subordination makes fixation of 
responsibility difficult and creates frustration. 

(///) Individual Contribution : Efficient direction leads to the 
attainment of objectives at minimum cost. Performance is effective 
when every individual in the organisation makes a distinct and 
maximum contribution to enterprise objectives. 


(/v) Direct Supervision : Effective direction requires direct 
personal contact with subordinates in addition to formal and 
objective methods of supervision. Personal supervision improves 
the motivation and morale of subordinates. 

(»•) Appropriate Techniques : The techniques of direction 
should be efficient and appropriate to the people, the tasks and the 
situation. Standard operating procedures are helpful in direction. 


(v/) Managerial Communication : Executive is the primary 
means of communication. Two-way flow of information is the 
most effective, means of securing understanding and cooperation 
among the members of an organisation. 


(v/7) Comprehension : The communication should ensure 
that the receiver actually comprehends it. In other words the 
manager should not be content with sending of message. He should 
follow through to see that communication has been understood by 
the receiver. 

(v/7/) Principle of Follow Through : Direction is a continuous 
process. Mere issuing of orders is not sufficient and a manager 
should take action to ensure that orders and instructions are well 
understood and properly carried out by the subordinates. 

(ix) Strategic Use of Informal Organisation : Managers 
should accept and use the informal organisation to supplement and 
support the formal channels of communication. 


(.v) Effective Leadership : Dynamic leadership is essential 
to effective direction. An effective leader guides and counsels his 
subordinates on work problems as well as on their personal 
problems. 



56 


BUSINESS ORGANISATION AND MANAGEMENT 


Elements of Direction 

The process of direction consists of the following functions : 

(a) Supervision, 

(b) Motivation, 

( c ) Leadership, and 

(d) Communication. 

SUPERVISION 

Supervision is an essential step indirection. It implies over¬ 
seeing people at work. It involves guiding, commanding and 
regulating the efforts of subordinates towards the goals. It seeks 
to ensure that subordinates perform according to established plans 
and instructions issued to them. It involves direct personal contact 
with subordinates. Supervision is essential for the execution of 
plans. The supervisor acts as the link between workers and 
rccxi8gcment. 

Supervision is necessary at all levels of management and it is 
an important function of every manager. However, supervision 
assumes particular significance at the supervisory level as the front 
line executive is in constant touch with the rank and file of workers. 
Supervisors are directly responsible for the results through the 
operatives. A supervisor acts as the mouth-piece of management 
to communicate company policies, objectives and plans to workers. 
He also acts as the spokesman for the workers to communicate 
their feelings, grievances, and suggestions to higher levels of 
management. Besides serving as a means of two-way communica¬ 
tion, a supervisor creates team spirit and voluntary cooperation 
among the members of his group. A supervisor is thus the key 
man in an organisation and occupies a unique position in the chain 
of command. As a man in the middle of the organisational hierar¬ 
chy, he must strike a fair balance between the expectations of top 
management and the demands of the workers. 

To be effective, a supervisor must possess leadership quali¬ 
ties of empathy, initiative, sense of responsibility, tact and persua¬ 
sion. He must inspire confidence and secure voluntary cooperation 
and self-discipline from his subordinates. He must have technical 
competence and managerial skills. He also needs human relations 
or social skills of honesty, courage, communication and* social 
skills. 

Functions of Supervision 

A supervisor is normally expected to perform the following 
functions : 

1. Arrange work, assign tasks and define responsibilities. 

2. Issue orders and instructions and explain management 
plans. 

3. Establish methods and procedures and enforce rules and 
regulations. 
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4 . Maintain discipline and cooperation. 

5 Keep informed of the progress of work and supply data 
on current operations to management. 

6 . Supply tools, materials, etc. to workers. 

7 . l-lear workers’ coirplainls, grievances and suggestions and 
convey them to higher authorities. 

8 . Co-ordinate and control operations and individual 
efforts. 

9 . Rccommerd pay increases, promotions, transfers, etc. . 


Im portauce of Direction 

Direction is an important function of management. Through 
direction management initiates actions in the organisation, gets 
things done through others and provides subordinates opportu¬ 
nities for development. Direction is the heart of management as it 
involves determining the scope of work, giving orders and providing 
the dynamic leadership. Direction sets the organisation into motion 
and makes planning, organising and staffing meaningful. It is 
through direction, that a manager integrates employee efforts to 
make fullest possible utilisation of available resources. Direction 
facilitates necessary changes in the organisation and makes tor 
balance and stability in the organisation. 

MAIN REFERENCES 


KoontzandO* Donnell: Principles of Management 

Thco Haimann : Professional Management 

M.E. Dimock : Executive Action 

Ernest Dale : Management - Theory and Practice 


UNIVERSITY QUESTIONS 

1. What is direction ? Describe ihc importance of direction function of 

management. , f .. 

2. Discuss the nature and scope of the managerial function ol direction- 
Explain the principles of effective direction. 

3. ‘'Direction is directly concerned with getting things done through 
people.” Explain. 
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Motivation and Morale 


^Motivation and morale are important human relations 
problems in organised group activity everywhere.^ The performance 
and success of an organisation depend upon the ability of its 
members and their willngncss to work. Ability is the function of 
education, training and experience while willingness is affected 
by the level of motivation of the individual. This relationship can 
be expressed as : 

Performance= Ability x Motivation ) 

Motivation is the art of stimulating people to take desired 
course of action. It reflects an urge to move in a given direction to 
achieve a specified goal. It results when the needs of employees 
are satisfied through proper incentives or rewards. Human behaviour 
is the result of their desires, needs and wants and motivation 
involves creation of a will to work for the accomplishment of or¬ 
ganisational goals. -According to Scott, “motivation means a 
process of stimulating people to action to accomplish desired 
goals” 1 , t 

The above description reveals the following characteristics of 
motivation. 


1. Motivation is a personal and internal feeling. It is 
psychological phenomenon that arises in the mind of an individual. 
The feeling arises from needs and wants. 


2. Motivation is a continuous process. Human needs are 
unlimited and a person always feels a need. People must at all times 
be provided'with the stimulus to work. Satisfaction of one need 
'ads to feeling of another and the process goes on. 


havit}* Human needs are inter-related and influence human be- 
as he is* 11 different ways. A person cannot be partly motivated, 
self-contained and inseparable unit. 


4. 
need 


r^a» vat ‘ on 

create Mension. 


causes goal-directed behaviour. Feeling of 
' ""X # Y!!? iC \* eilsion - A person works for the goals to obtain 
' his needs. When the need is satisfied, tension 

goals d d hC f ’ rson feels motivated to work for the common 


I. W.G. Scott : Organisation s^ 0 ry, p. 75 
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5 Motivation is the product of an interaction between anti- 
• tied values from a given course of action and the probability 
•tint the action will lead to these values. The anticipated value is 
“ ' as ‘valence’ and it reflects the strength of a person's 
reference for one outcome in relation to others. The perceived 
mbability is called ‘expectancy’ and is the strength of belief that 
^particular action will result in the desired outcome. 

Thus motivation is the force that propels man into action and 
keeps him at work. It reflects the willingness to work, the urge to 
achieve some objectives, the will to expend energies. 


Nature of Motivation 

^People join an organisation for the satisfaction of their per¬ 
sonal objectives which they cannot attain individually. They will 
work for the achievement of organisational goals to the extent they 
feel it will result in the accomplishment of their personal goals, i It 
is therefore, the responsibility of every manager to provide for the 
satisfaction of the motives of his subordinates./ The process ot 
supplying (or withholding) satisfaction of human needs is known as 
motivation. To motivate is to inspire people to work . with zeal, 
initiative and loyalty. The term ‘motivation’ is derived from the 
word ‘motive’. /Motives are expressions of needs, wants or impulses 
of human beings.| Motives prompt people to act in a certain 
‘manner.//In order to motivatehis subordinates, a manager needs to 
understand and satisfy their motives)(. According t? Brech, moti¬ 
vation is an inspirational process which impels the members qi t ie 

team to pull their weight effectively, to give their loyalty to the 
croup, to carry out properly the tasks that they have accepted and 
generally to play an effective part in the job that the group has 
undertaken.” \ Motivating is the process of creating unity of 
purpose and-harmonious relationship among people.'In motivation, 
the task of a manager is to fuse the varied individual capacities 
and powers ol the many people into a smoothly working team with 
high morales and high productivity.' It is a dynamic constructive 
force setting people into action. It is the psychological process of 
creating among the members of an organisation the urge to do 
certain things or behave in the desired manner. Motivation causes 
people to cooperate willingly in the accomplishment of enterprise 
objectives. It involves inspiring people to pull their weight enecti- 
vely as a team and to carry out the allotted tasks whole-heartedly. 
It is the act of stimulating people to get a desired course ot action 
from them. 

^Motivation is thus the result of an interaction between human 
needs and incentives/ People feel motivated when available incen¬ 
tives lead to the satisfaction of their motives. ' Motives are the 
expression of personal needs and background.\ Incentives are the 
factors which induce people to work in desired directions. 
tives are satisfying when they are appropriate to the needs ot the 
people to be motivated. * Effective motivation, therefore, requires 
complete understanding of human needs. tf‘It is important to realise 
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that motivation (providing with a motive to act in a desired 
manner) has no meaning outside the needs of subordinates. Efforts 
to provide a motive not related to needs would have zero results .” 1 
I he process of motivation involves securing desirable behaviour 
lrom people by providing stimulus that satisfy their needs. 

THEORIES OF MOTIVATION 

Several aDproaches have been developed for securing best 
possible motivation of people. Out of these, the theories developed 
by Maslow, Herzberg and McGregor deserve special mention. 

MASLOW’S NEED HIERARCHY THEORY 

A.W. Maslow, an American psychologist has developed a 
theory of motivation on the basis of human needs. According to 
him, human needs vary in importance and form an hierarchy. 
Maslow has identified the following five categories of needs. 

(a) Physiological Needs : Including needs for food, drink, air, 
clothing, shelter, sex, rest, etc. These are essential to the 
survival of life. 

(b) Safety Needs : Consisting of physical safety against 
murder, fire, accident, etc. and economic security against 
unemployment, old age, sickness, disability, etc. 

(c) Social Needs : Covering needs for love, affection^ 
belonging or association with family, friends and othei^ 
social groups. 

W) Ego or Esteem Needs: Implying needs for recognition, 
status, achievement, prestige, etc. 

(c) Self-actualisation Needs or needs to realise one's full 
potentialities, /.<?., the desire to become whatever one is 
capable of becoming. 

These needs arc arranged in a series of hierarchical level. 
Physiological and safety needs arc basic or primary as they 
must be satisfied first. A hungry person thinks of food and dreams 
about food till his hunger is satisfied. Once lower level needs 
are satisfied man requires satisfaction of higher level needs. 
This process continues from birth to death. Man is, therefore, _. 
a wanting anim 1. The motivation of a person depends on whai 
a person already has. Bread motivates a person so long as he does 
not have enough bread. After that no amount of bread can motivate 
him. In other words, satisfied needs are not motivators. However, 
these categories of needs are not mutually exclusive. They are 4 
interdependent and overlapping. A person may at a time be operat¬ 
ing at more than one level. A person shifts to a higher level need 
even before a lower need is fully satisfied. 

Physiological, safety and social needs can largely be 
by extrinsic rewards that are controlled by management. 


1. Koonlz and O’Donncl : Principles of Management, p. 567. 
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Individuals vary in their motives and the factors which moti¬ 
vate them. These factors or incentives are of two types—financial 
and non-financial. Financial incentives are the monetary factors, 
such as pay, bonus, profit sharing, promotion, etc. Non-financial 
incentives are the non-monetary factors, like status, recognition, 
competition, challenge, participation, job security, job enlargement, 

etc. 

Evaluation of Maslow's Theory 

The classification of human needs is an aid in thinking and 
understanding of human behaviour. It has gained wide acceptance. 
The value of Maslow's theory lies in the fact that satisfied needs are 
no longer motivators and management must satisfy the higher level 
needs of his subordinates once they have gained reasonable satis¬ 
faction of lower level needs- According to the need hierarchy 
theory, managers at all levels must be sensitive to the changing 
needs of their subordinates so as to provide an environment for the 
satisfaction of their dominant needs. But this theory suffers from 
certain limitations. Firstly , human needs cannot oe classified into 
neat and water tight categories. Secondly , a person often seeks to 
satisfy more than one need at a time. He does not wait for the 
complete satisfaction of a lower level need before seeking the 
gratification of a higher level need. Maslow's theory fails to 
lexplain this phenomenon of ‘multiple motivation'. It is also not 
(proper to call needs as low and high level. The need for priority 
order cannot be generalised as it depends on cultural values and 
personality of the individuals. What is a high level need to Indian 
workers may be a lower level need to workers in the U.S.A. 
The importance of needs also varies according to the level of 
management. 

McGregor's Participation Theory 

Douglas McGregor of U S A. has propounded a theory of 
motivaiion in his book, ‘The Human Side of Enterprise'. He has 
identified two sets of assumptions regarding human behaviour 
under the titles ‘Theory X' and 'Theory Y\ 


. A 

[ 

: 


Theory X 

According to McGregor, theory X is a traditional theory and 
represents a conventional approach to management. It is based 
upon negative assumptions about human behaviour. It makes the 
following assumptions : 

1. Most people just do not like to work and tend to avoid 
work if they can. in other words, workers are inherently lazy and 
desire to work as little as possible. 

2. An average human being prefers to be directed, wishes to 
avoid responsibility and has iittle ambition. 

3. People are incapable of directing their own behaviour and 
want security above all. 
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4. They are indifferent to organisational needs and are not 
interested in achievement. 

5. Employees must be directed and controlled by fear of 
punishment or deprivation to compel them to work. 

Thus theory X visualises man as an economic b?ing and 
envisages a carrot and stick approach to management. It favours 
autocratic leadership to persuade and push workers into perfor¬ 
mance. It relics on the exercise of authority through the chain of 
command. McGregor points out that these views of human be¬ 
haviour are incorrect and creates resentment among employees He 
propounded ‘Theory Y’ which in his opinion is based upon realistic 
assumptions. 

Theory Y , \ , 

Theory Y recognises interdependence of superior and subordi¬ 
nates and emphasises the dynamic and non-economic nature of 
human beings. It is based upon the following assumptions : 

1. The expenditure of physical and mental effort is as natural 
as play and rest. The avenge ham in being has no inherent dislike 
for work. Work, if meaningful should be a source of satisfaction 
and it can be voluntarily performed. 

2Y Man will exercise self-control and self direction in the * 
service of objectives to which he is committed, f External control^ 
or-threat of punishment is not the only means of motivating people 
to work and achieve organisational goals. 

3. Commitment to objectives is a result of the rewards 
associated with their achievement. /*Thc most significant of such 
rewards, e.g., the satisfaction of ego and self-development needs, 
can be the direct results of effort directed towards organisational 
objectives. Once the people have selected their goal they will 
pursue it even without close supervision and control. 

4. The average human beings, under proper conditions do 
not shun responsibility. They are ready not only to accept res¬ 
ponsibility but also to seek it. 

5. ' The capacity to exercise a relatively high degree of imagi¬ 
nation, ingenuity and creativity in the solution of organisational 
problems is widely, not narrowly distributed in the population. 

6. Under conditions of modern industrial life, the intellectual 
potentialities of people are only partially utilised. In reality people 
have unlimited potential. 

Thus theory Y represents democratic or participative manage¬ 
ment. It emphasises self-control and sense of achievement. It 
requires job enrichment, work group autonomy, management by 
objectives and participative leadership. Recent researches in 
behavioural sciences have shown that the assumptions of Theory Y 
are more valid than the precepts of Theory X. 
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Herzberg's Motivation—Hygiene Theory 

Frederick Herzberg of U-S. A. has developed a theory of work 
motivation by differentiating between motivational and maintenance 
factors in job situation. He derived his conclusions from a 
research study conducted on a group of 200 engineers and accoun¬ 
tants from eleven firms in the Pittsberg area in the U.S.A. This 
study revealed that some job factors create dissatisfaction while 
other factors cause job satisfaction. The factors connected with 
■dissatisfaction do not automatically lead to high satisfaction even 
when they are fully taken care of. Similarly, the absence of the 
factors related to satisfaction do not necessarily create dissatis¬ 
faction. Herzberg called the two sets of factors ‘ Motivational Factors' 
and ‘ Hygiene Factors'. 

The 4 Motivational Factors' lead to high job satisfaction and 
strong motivation. These are related to the job content,what 
a man does. Achievement, recognition, challenging work, increased 
responsibility, advancement and opportunity for growth are the 
-motivational factors. 

The ‘ Hygiene Factors' support mental health and are potent 
dissatisfiers. They are necessary to avoid dissatisfaction or to 
maintain a reasonable level of satisfaction among the employees. 
Therefore, they are also known as 4 dissatisfiers' or 4 maintenance fac¬ 
tors'. These factors relate to work environment and are not intrinsic 
► parts of a job. According to Herzberg these include company policy 
and administration, supervision, interpersonal relations, working 
conditions, salary, job security and status. 

Herzberg’s theory is useful to the extent it cautions manage¬ 
ment that motivation is not the function of good working con¬ 
ditions alone. Management must improve the contents of jobs to 
make them worthwhile, interesting and challenging. A manager 
should strive, on the one hand, to remove the causes of dissatis¬ 
faction and, on the other, to provide positive motivation. However, 
the distinction between motivators and demotivators is not very 
clear cut and definite. A factor may be motivator for one person 
and a demotivator for another person. Moreover, the relative 
significance of these factors may vary with time as the need satis¬ 
faction level of an employee changes.f^Job satisfaction and 
dissatisfaction are two extremes on a motivation continuum. In 
practice, any change in the job content or work environment 
influences the willingness to work. ^Herzberg’s theory is not for 
general application as pay, status, interpersonal relationship, etc. 
which are classified as dissatisfiers by Herzberg definitely affect the 
motivation of people in an underdeveloped country like India. 
Moreover, as Herzberg himself maintains the potency of various 
factors is not entirely a function of the factors themselves. It is 
also influenced by the personality of the individuals. For instance, 
the maintenance seekers are motivated by supervision, working 
conditions, etc. 
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Both Maslow and Herzberg focus their attention on what 
motivates an individual. According to Maslow any unsatisfied need 
motivates human behaviour while Herzberg maintains that only 
job related factors serve as motivators. Thus the Herzberg’s 
theory has a limited application to people in relatively advanced 
countries, while Maslow’s theory has a universal applicability. 

Importance of Motivation 

^^/The multiplicity of human needs indicates that there cannot 
'tie a single source of motivation for all. A motivational system—a 
coordinated set of positive and negative inducement—is required for 
best results. A sound system of motivation is desirable for more 
than one reason : 

1. Higher Efficiency : A good motivational system releases 
the immense untapped reservoirs of physical and mental capabilities. 
A number of studies have shown that motivation plays a crucial role 
in determining the level of performance. “Poorly motivated people 
can nullify the soundest organisation/’ said Allen. By satisfying 
human needs, motivation helps in increasing productivity. Better 
utilisation of resources lowers cost of operations. 

2. Better Image : A firm that provides opportunities for 
financial and personal advancement has a better image in the 
employment market. People prefer to work for an enterprise be¬ 
cause of opportunity for development, and sympathetic outlook. 
This helps in attracting qualified personnel and simplifies the staffing 
function. 

3. Facilitates Change '• Effective motivation helps overcome 
resistance to change and negative attitude on the part of employees. 
Motivated workers take interest in new developments anck cooperate 
in their adoption. Motivation sets the tone of an organisation. 

4. Human Relations : Effective motivation creates job satis¬ 
faction which results in cordial relation between employer and em¬ 
ployees. Industrial disputes, labour absenteeism and turnover are 
reduced with consequent benefits. Employees are loyal and 
dedicated. Employee morale and discipline are likely to be high. 
Non-fulfilment of needs leads to apathy, aggressions, resistance and 
flight of personnel. 

The success of any organisation depends ujjon the optimum 
utilisation of resources. The utilisation of physical resources depends 
upon the .ability to work and the willingness to work of- the 
employees. In practice, ability is not the problem but necessary 
will to work is lacking. Motivation is thejnain tool for building 
such a will. Motivation is the main determinant gf efficiency. All 
organisational facilities will go waste if people lack the will to utilise 
these facilities. Diagonising of subordinates’ needs and providing 
means for their satisfaction is the prime task of a manager. It is 
for this reason that Rensis Likert has called motivation ‘the core of 
management’. The problem of motivation is the key to management 
in action. 
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Features of a Sound Motivational System 

A sound system of motivation should be based upon sociologi¬ 
cal principles, the practice of enterprise and convictions regarding 
human ends. A comprehensive compensation system, favourable 
work environment, meaningful and interesting work, worthwhile 
goals, effective communication and internal consultation are some 
of the essentials of motivation. According to Koontz and O’Donnell 
a sound motivational system must be : 

(/) Productive : The system must induce employees to work 
efficiently. It should result in a positive increase in the produc¬ 
tivity of labour. 

(//) Competitive : The benefits of the system should be worth 
its costs. Comparable inputs should yield comparable profits. 
Motivation is not an end but a means. The system should, 
therefore, be discarded whenever it cannot yield gains in excess of 
its cost. 

(ii'i) Comprehensive : A sound motivational system must pro¬ 
vide for the satisfaction of all t>pes of needs. It should consist of 
both financial and non-financial, positive and negative, internal and 
external incentives. 

(iV) Flexible : An effective system must be flexible in time and 
with respect to individuals. It should be capable of being adjusted 
easily to changes in environment and knowledge. The incentives 
should be designed and applied according to individual differences. 
This calls for continuous review and appraisal. 

In the ultimate analysis, a sound motivational system should 
be guided by the old saying ‘Do unto others as you want them to do 
to you’. 

EMPLOYEE MORALE 

Morale refers to the overall attitude of a group of persons 
towards the job, the organisation and the superiors. It is a multi¬ 
dimensional concept reflecting the feelings and reactions of em¬ 
ployees. In the words of Gellerraan, “morale is best understood as 
‘one’s attitude towards accomplishing his work rather than emotions 
he displays during work.” 1 ‘It is a group phenomenon and reflects 
the continuous state of mind of people growing out of their working 
and living environment. Morale is a composite of several psychic 
qualities. It is a relative term and is related to job satisfaction. It 
is difficult to measure morale as it is highly intangible and subjec¬ 
tive. Its fundamental basis is faith and its ultimate refuse lies in 
the soul of mankind. It indicates prevailing mood and spirit 
of a group of people. 

Morale may be high or low. High morale is reflected in the 
willingness to cooperate, the will to excel, enthusiasm, self- 
qpnfidence, loyalty, etc. It reflects the desire to strive willingly 
towards group goals. High morale leads people to willingly 


1. S.W. Gcllerman. The Management of Human Relations, p. 3. 
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subordinate their personal objectives to the common goals. High 
morale results from job satisfaction and creates job enthusiasm. 
Morale tends to be high when people see their personal needs and 
goals satisfied by their work environment. Morale is high when the 
degree of enthusiasm and willingness to work is high. High morale 
is essential to the success of every organisation. It reduces absen¬ 
teeism and labour turnover. It results in higher productivity, lower 
costs and sound industrial relations. People with high morale 
feel themselves a part of the organisation and perform their jobs 
with enthusiasm and elevation. 

Low morale, on the other hand, results in inefficiency, waste, 
industrial unrest and indiscipline. It increases labour turnover 
and absenteeism which disrupts the normal functioning of the enter¬ 
prise. Low morale exists when employees’ attitudes to their job and 
the employer are negative and inhibit the willingness to work. 

The concept of morale is different from teamwork which 
implies cooperative and harmonious relations among the members 
of an organisation. Though teamwork helps in raising morale, it 
cannot by itself lead to high morale. According to Leighton, 
“Morale is the capacity of a group of people to pull together per¬ 
sistently and consistently in the pursuit of a common purpose.” 1 2 
Morale reflects the state of mind, the attitudes and the emotions 
of individuals and groups. It cannot be enforced but has to be 
elicited. Morale is the soul of industry and the hallmark of good 
human relations. High morale overcomes all obstacles. Therefore, 
achieving and maintaining high morale is essential to success in 
industry. “Thus it would appear that morale is a spiritual quality 
that reflects zeal and confidence. Subordinates whose morale is 
high will work with vigour, confident in their ability and in the 
ability of their fellows to achieve a given objective as a team. 
Morale is a pervasiv; quality that subsumes good discipline and 
unity of command. Consequently, it is a net result of effective 
direction by individual supervisors.”". 

Factors Affecting Morale 

The attitudes of people are formed by the conditions under 
which they live and work. The main factors which determine the 
morale of employees in an organisation are as follows : 

1. Organisational Objectives : The common goals towards 
which the members of an organisation have to work largely 
influence their morale. Morale is likely to be high when goals are 
worthwhile and employees consider them important and useful. 

2. Type of Leadership : The behaviour of the supervisor is 
an important determinant of workers' morale. Morale is generally 
high where the leader is sympathetic, fair and able to win confidence. ^ 


1. Leighton : Human Relations in a Changing World , p. 78. 

2. Kojntz and ODcnneli, op. cit., p. 588. 
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A good leader should be able to understand the wants and aspira¬ 
tions of his subordinates. He should be patient and democratic. An 
autocratic and incompetent leader creates hostility, frustration and 
low morale. The supervisor should not act as a stooge of manage¬ 
ment but as a representative of his workers to management. He 
should judge people by their effort and should provide facilities 
and freedom for accomplishment. He must have faith in the ability 

of his subordinates. 

3. Composition of the Group : Man is a social animal and 
therefore, likes to be associated with others. Morale is likely to be 
high when the group consists of people of similar background and 
temperament. In such a case, a worker finds his co-workers support¬ 
ing and cooperative and there is mutual confidence among them. 
He has faith in the loyalty of his companions and there is group 
spirit in the organisation. 

4. Organisation Structure : A sound, decentralised organisa¬ 
tion is essential to high morale. In a good organisation, lines of 
authority and responsibility are clearly defined and there is free and 
frank communication among the people. Employees feel at home 
and a part of the organisation in such conditions. Association of 
workers in the management of the enterprise removes sense of isola¬ 
tion and misunderstanding. 

5. Compensation : Employees’ morale is likely to be high 
when their remuneration is fair and equitable. Awards and incen¬ 
tives for extra effort and efficiency also help in boosting morale. 

6. Job Satisfaction : Employees work with enthusiasm when 
they are satisfied with the job they are performing. The job should 
provide opportunities for use of talent and for personal growth. 
Proper placement of workers is essential, so that workers will have 
satisfaction and pride in their jobs. Security of the job also affects 
morale. Employees lack confidence when they fear loss of job. 

7. Scope for Advancement : Opportunities for promotion 
help in raising the morale of employees. Ambitious and efficient 
employees get frustrated in the absence of such opportunities. 

8. Working Conditions : The environment in which employees 
work has a direct bearing on their morale. Adequate provisions for 
health, safety, recreation, welfare, etc. provide satisfaction and 
improve morale. 

9. General Health : The physical and mental health also influ¬ 
ences morale. Habits, way of living and conditions in the family 
influence the mentality and morale of employees. 

Measures for Raising Morale 

Every manager likes to improve the motivation and morale of 
his subordinates. Following administrative measures are available 
for this purpose : 

(i) Fair Remuneration : A fair and equitable wage and salary 
stu J cture should be developed on the basis of job evaluation. Wages 




should be adequate in comparison to other firms and the workers' 
needs. Wage differentials should provide enough incentive to workers 
and a share in the prosperity of the concern. Working conditions 
should be hygienic, safe and congenial. 

00 Job Security : Steady and regular employment is necessary 
for high morale. The recruitment and selection policy should ensure 
security of income and tenure. Workers should have no fear of loss 
of job due to rationalisation and automation. 

070 Sound Promotion Policy : A fair and objective promotion 
policy provides opportunities for advancement to the deserving emp¬ 
loyees and increases their enthusiasm. The criteria of promotion and 
procedure for it should be definite and known to all employees. 
Recognition and rewards for excellent performance should be created. 

0’v) Effective Communication : Workers should not be kept in 
dark but fully informed of all matters affecting their interests. 
There should be free and frank communication between management 
and workers. Suggestion schemes and grievance procedures help in 
creating cooperation and raising morale. 

(v) Joint Consultation : The participation of employees in man¬ 
agement creates a sense of belonging. For this purpose joint councils 
consisting of the representatives of management and workers should 
be set up. These committees should meet and discuss matters of 
common interest. Employees should get justice and fair deal and 
management should work for mutual trust and respect. 

(v/) Vocational Guidance : Counselling and guidance of emp¬ 
loyees to help solve their problems in the organisation helps in 
raising motale. Such counselling also avoids misplacement and 
eliminates fear. Employees should be made to feel important. 

(v/i) Grievance Procedure : A formal procedure for quick and 
proper rcdressal of employees’ grievances avoids dissatisfaction and 
conflicts. Employees should be given an opportunity to present their 
complaints. Employees should get impartial and fair settlement of 
all grievances. 

(vi/7) Trusted Leadership : Supervisors should be competent 
enough to inspire confidence of workers. They should be sympathe¬ 
tic and honest in their dealings. They should give due respect and 
recognition to workers. The leader should identify himself with the 
rank and file for high morale. 

(ix) Worthwhile Goals : The objectives and administration of 
the enterprise should be such that employees feel proud of their jobs 
and the employer. They should have a feeling of contributing to 
the final results. 

Morale cannot be imposed or ordered into existence as it is a 
by-product of satisfactory work relationships. A manager cannot 
persuade it but has to build it into the work environment through 
proper understanding of the human behaviour. What is important 
is not how good the environment is but how the workers feel about 
it. High morale is the result of good human relations. 
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Morale and Productivity 

It is generally assumed that there is a high correlation between 
morale and productivity. Research has not proved this assumption. 
However, the long experience of practising managers indicates that 
morale does materially influence productivity. But there is no 
absolute correlation between morale and productivity. They may 
not increase in the same proportion. The two may be related in 
four different \yays as stated below : 

(/) High Morale and High Productivity : High morale leads 
to high productivity when the employees are motivated and consider 
their supervisors considerate. This is an ideal state as it leads to 
optimum utilisation of human resources. 

(//) High Morale and Low Productivity : A negative relationship 
between morale and productivity arises when employees do not 
feel committed to the goals and are merely satisfied with their 
working conditions. Outdated technology, incompetent subordinates 
and faulty supervision may also lead to low productivity. 

(///) Low Morale and High Productivity : In very few cases, low 
morale leads to high productivity. Such a relationship may exist 
when managnient use the best technology, and penalties for low 
productivity. In the absence of the will to work, high productivity 
cannot be obtained from low morale for a long period of time. 

(iv) Low Morale and Low Productivity : Low morale often 
leads to low productivity. Low morale means lack of job satis¬ 
faction, unwillingness to work. Such attitudes inhibit efficiency 
and economy of operations. 

Thus there is no clear cut and definite relationship between 
morale and productivity. 
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UNIVERSITY QUESTIONS 

1. What is motivation ? Discuss the nature and significance of motivation 
in management. 

2. Describe the process of motivation. What are the features of a 
sound motivational system ? 

3. “Motivation is essential ingredient of any organisation”. Discuss. 

{Delhi 1978) 
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4. Explain Maslow’s ‘hierarchy of human needs*. What is the significance 
of Maslow's theory of motivation ? 

5. Differentiate between hygiene factors and motivation factors. To 
what extent is Herzberg's motivational theory relevant in present day business. 

6. Critically examine McGregor s ‘Theory X and theory Y* of human 
behaviour. Do you think McGregor's approach is more practicable than those 
of Maslow and Herzberg ? 

7. Discuss the nature and significance of employee morale. Describe 
the relationship between morale and productivity. 

8. Differentiate between motivation and morale. What factors influence 
the morale of employees in an organisation ? 
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Leadership 

Leadership is the most important means of direction. To 
lead is to guide, direct, integrate and energise the efforts of people 
towards a common goal. A leader is one who influences the 
attitudes and behaviour of others in organised activity. Chapter I. 
Barnard has defined leadership as “the quality of the behaviour ot 
individuals whereby they guide people or their activities in organi¬ 
sed effort.” In other words, leadership is “the ability of a manager 
to induce subordinates (followers) to work with confidence and 
zeal”.' It is~the activity of influencing people to strive willingly 
for group objectives. It involves exercise of inter-personal influence. 

Nature of leadership 

Leadership is the process by which an executive influences the 
work and behaviour of others in choosing and attaining specified 
objectives for the benefit of an organisation as well as its members. 
A person is said to have an influence on others when they are 
willing to carry out his wishes, accept his advices, guidance and 
direction. “Managerial leadership is a process of influences on a 
group in a particular situation at a given point of time, and 
in a specific set of circumstances that stimulates people to strive 
willingly to attain organisational objectives, giving them the ex¬ 
perience of helping to attain the common objectives and satisfaction 
with the types of leadership provided.”- Leadership is thus a func¬ 
tion of influencing the behaviour of subordinates for the attainment 
of group goals and personal objectives. A leader is he who guides 
and directs other people and provides purpose and direction to 
human effort. A leader like the conductor of an archestra is a part 
of the group, yet distinct from it. He integrates, guides and 
inspires the members of the group towards the accomplishment of 
common objectives. Thus leadership is more than personal ability 
and skill. Although a good leader should be competent but he 
can be a true leader only when he possesses a sense of fair play, 
objectivity, integrity and sense of responsibility. Leadership is thus 
the function of interaction between the leader, the subordinates 
and the situation in which they interact with each other. It is a 
function of both the traits and the situation. Leadership is not 
simply an important task of a manager but also an attitude that 
should govern the managerial job. Leadership implies the existence 
of followers (subordinates rallying behind in pursuit of common 
goals), the leader (a person able to guide and inspire the group), 
and community of interests between the two. Leadership involves, 
inter-personal relations and is a dynamic process. 

1. Koontz and O'Donnell : Principles of Management, p. 614. 

2. J. J. Gibbin : Effective Managerial Leadership, p. 9. 
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"Management and Leadership 

Leadership is sometimes interpreted as synonymous to 
managership. Management has been defined as the technique of 
executive leadership. Every manager has to guide and direct his 
subordinates towards the achievement of group goals. He is likely 
to be a more effective manager if he has leadership qualities. A 
successful manager does not depend only on formal authority. As 
a leader, a manager interprets the common objectives to his sub¬ 
ordinates and inspires them towards the achievement of those 
objectives. 

However, leadership is not the same thing as management. 
Leadership can exist in unorganised groups but management requires 
an organised structure. “Managers should be leaders but leaders 
need not be managers. In the normal work situation, the manager 
exercises very little leadership. Subordinates are driven by the 
need for a job and income as well as by social pressure. The 
result is that they tend to work below capacity (60 to 65 percent) 
just enough to ensure continuous employment on the job. To raise 
output toward total capacity, the manager must induce jealous 
response on the part of efficient subordinates by exercising leader¬ 
ship.” 1 Leadership is not bossing or merely exercise of formal 
authority. A dynamic leader breathes life into the group and 
influences human behaviour in such a way that people are eager to 
work for the organisation. He gives character to the group and 
sets the tone of the organisation. “ The wheels "5f an organisation 
do not go around themselves but must be propelled by leadership. 
Leadership is essential to group action. 

The foregoing description reveals the following features of 
leadership : 

(/) Leadership is a continuous process by which an execu¬ 
tive directs, guides and influences the behaviour of his subordi¬ 
nates. 

(//) Leadership is also a quality of behaviour and the 
people who possess this quality are known as leaders. 

(///) The objective of leadership is to make people strive 
willingly toward the accomplishment of group goals. 

(/V) Leadership involves reconciliation of personal and group 
goals in such a way that by working for group goals, individuals 
may realise their personal goals. 

(v) Leadership is a function of both the qualities of the 
leader and the attitude of the followers. A person can be a 
successful leader only when he is accepted by his subordinates. 

Types of Leadership (Leadership Styles) 

The nature and type of leadership varies from one particular 
situation to another. There exist, therefore, different styles^of 
leadership. A leadership style reflects the behavioural pattern of 
the leader. The style of leadership that should adopted in a 

1. Koontz O'Donnell: Principles of Management, p. 595. 
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‘leadership continuum' is realistic and practi- 
composite view of leadership. The concept 
in leadership behaviour. However, it does not 
the moral and social obligations of a leader- 
e good leader unless he is conscious of his 
ty outside his organisation. 

Functions of Leadership 

Need for leadership arises because of the psychological urge in 
people to be led. The importance of leadership is too obvious to be 
over-emphasised. History is replete with examples of how ill-equi- 
ned organisations achieved what was considered to be impossible 
under dynamic leaders. The tasks of a leader may be described as 
follows : 

1. Setting Goals : A leader provides guidance to the group by 
setting and interpreting goals to his su ordinates. He acts as a guide 
and teacher of his followers. 

2. Organising : The leader creates and moulds the organisa¬ 
tions by assigning roles appropriate to individual abilities. He 
shapes the character of the group, shows the way and leads it 
toward the goal. 

3. Coordinatio is : A leader reconciles individual and common 
objectives. He resolves internal conflicts and creates a community of 
interests in the group. 

4. Motivation : A leader'creates and sustains enthusiasm 
among his followers. He inspires them to perform the allotted tasks 
with confidence and zeal. He establishes a motivational system that 
enables people to meet both organisational and personal goals. 

5. Control : If leader is essentially a controller of human 
behaviour, he maintains order and discipline and creates positive 
response on the part of members of the group. 

6. Representation : A leader represents the group to his supe¬ 
riors and peers. An effective leader is the time-guardian of the 
interests of his subordinates. He is the personal embodiment of the 
impersonal organisation, inside and outside the organisation. He 
defends the integrity of the group. 

The essential task of a leader is to develop and maintain 
morale by evoking confidence and by building zeal and enthusiasm 
among his followers. He creates confidence by his superior know¬ 
ledge and builds enthusiasm by setting an example through his 
conduct and expression. 

A leader can win and maintain his subordinates' confidence in 
him by establishing his superiority in knowledge and by providing 
orientation and psychological support. He builds zeal and enthu¬ 
siasm by inspiring his subordinates and by strengthening his 
personal qualities which are considered important by subordinates. 


The concept ot 
cable as it presents a 
also explains changes 
give due weightage to 
A manager cannot b 
responsibility to sociei 


t BUSINESS ORGANISATION AND MANAGEMENT 

Importance of Leadership 
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Leadership is an indispensable quality and a good leader 
achieves maximum efficiency by inspiring people to work whole¬ 
heartedly for the achievement of group subjectives. A manager who 
possesses qualities of leadership modifies behaviour of employees in 
the desired direction. Good leadership is essential to effective mana¬ 
gement. It ensures good human relations and stability in organisa¬ 
tion. It is the quality of leadership that usually determines the 
Tail lire or success of a business enterprise. More failures of business 
concerns are attributable to poor leadership than to any other cause. 

No organisation can function effectively without leadership. 
I he leader directs and unifies the effoits of people towards the 
achievement of desired objectives. “Leadership is the cohesive force 
which holds the group intact, the disciplinary power that keeps the 
group making towards the goal, the electric current that energizes 
human action, the force that transforms chaos into order, the 
insight that converts despair into hope and changes half-hearted 
endeavours into superior performance. In fact there is no substitute 
for good leadership. 


THEORIES OF LEADERSHIP 
The various approaches to leadership may be stated as below : 
1. The Trait Theory 

According to this theory, a successful leader is one who posses¬ 
ses certain qualities. These qualities are deduced by analysing the 
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personality of successful leaders in differentjwalks of life. These 
qualities include good personality, intelligence, self-confidence, 
enthusiasm, initiative, integrity, desireness, imagination, etc. The 
trait approach gave rise to the belief that “leaders are born, not 
made.” But some people believe that these traits can be acquired by 
training and experience. For a long time trait approach was widely 
accepted because various studies of successful leaders indicated the 
presence of almost similar traits. 

However, the trait theory suffers from the following limita¬ 
tions : 

(/) The theory does not consider the whole environment of 
leadership. Personal traits are only one Dart of the environment. 
The theory does not consider the influence of situational factor in 
leadership. The same person may prove a successful leader in one 
situation but may fail in another situation. 

(ii) It is difficult to formulate a generally accepted list of traits 
of leadership. Different people have the same traits in different 
degrees and it is difficult to measure the traits actually. Some studies 
have shown a contracting array of traits possessed by successful 
leaders. Many of the characteristics are found in followers as well. 
It has not been possible so far to isolate and identify specific traits 
that are common to all leaders. In the words of Jennings “fifty years 
study have failed to produce one personality trait or set of qualities 
that can be used to discriminate leaders and non-leaders.” 1 

(///) It is not clear as to which of the traits are most important 
and which are the least important. The theory does not distinguish 
between traits which are needed for acquiring leadership and those 
which are necessary for maintaining it. 

The trait approach no doubt directs attention to the qualities 
which should be developed by a manager. But it examines leader¬ 
ship in isolation. Empirical studies spelt that leadership is not a 
function of abstract personnel qualities but a result of a com¬ 
plex interaction between the leader, the followers and the situation 


2. The Situation Theory 

Under the situation theory, leadership is considered to be a 
function of the situation in which it occurs. A person may be a great 
leader under one set of circumstances at one part of time. The same 
person may by an unsuccessful leader for the same group under an¬ 
other set of circumstances it another part of time. Therefore, there 
is no one best style of leadership applicable to all situations. The 
important situational variables that affect the performance of leader¬ 
ship are the cultural environment, differences between individuals, 
diflerences between jobs, differences between organisations, etc. Due 
to these factors leadership is a relationship which exists among 
people in a social situation. “The qualities, characteristics and skills 


1. E. N. Jennings : “The Auton° JI, y 
Quarterly. Autumn, 1961. 
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required in a leader are determined to a large extent by the 
demands of the situation in which he is to function as leader.” Thus 
the situational approach focuses on the behaviour of followers 
under different situations. 


The situation theory is based on the belief that leaders are 
made, not born. This approach has, therefore, stimulated training in 
leadership development. ‘This approach focuses its attention not 
on the personality of the leader as such, but on the character of org- 
nisation. Anyone can become a leader if circumstances allow him to 
perform functions dictated by the situation. According to situational 
theory, an effective leader is one who understands the forces of the i 
situation and charges as a leader.^J j| 

The major weakness of the situational approach is that it over- f 
emphasizes the influence of situation variable. It overlooks the fact 
that some traits enable their possessor to adjust to the situation and 
exercise influence. The theory does not point out the way by which 
good leaders may be developed. Therefore, the situational approach 
does not provide a complete explanation of leadership. 


3. The Behavioural Approach 

This approach assumes that leadership is based on what the 
leader does. In other words, leadership is the result of effective 
role behaviour. The leadership behaviour is the product of the 
leader, the followers, the goals and the environment. A leader uses 
technical, conceptual and human skills to exercise influence and 
modify behaviour of his subordinates. 

The behavioural approach is useful to the extent it suggests 
favourable leadership behaviour to motivate subordinates. But a 
particular behaviour may be effective under one situation but 
ineffective under a different situation. 

The above description reveals that each approach to leader¬ 
ship is a partial explanation of leadership phenomenon. Therefore, 
a composite view of leadership is necessary in which the persona¬ 
lity of the leader, the types of followers, the characteristics of the 
situation, and the nature of the organisation should -all be integra¬ 
ted. Leadership cannot be studied in isolation as it represents an 
interaction between at least five variables —the leader, the led, the 
time, the place, and the circumstances. 


4. Qualities of a Leader 

An effective leader is one who not only secures desired beha¬ 
viour from his subordinates but also creates a sense of satisfaction 
among them. Effective leadership is the outcome of an interaction 
among the leader, the subordinates and the environment. It is 
based not merely upon power and authority but upon influence 
i e . voluntary cooperation and self-discipline. It involves use of 
persuading and inter-personal relationships. An effective leader 
tries to understand the problems and feelings of his subordinates 
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and takes calculated risks tor the achievement of objectives. Leader- I 
ship is more than the traits (personal qualities) as the qualities and 
style of leadership vary according to the situation. However, a 
leader cannot be effective unless he possesses certain qualities. It is 
difficult to provide an exhaustive list of leadership qualities. But 
successful leaders all over the world have been found to possess the 
following qualities : 

1. Physical Qualities : Health, energy, stamina, cool tempe¬ 
rament, optimistic outlook, enthusiasm, faith and nervous energy. 

2. Mental Qualities : 

(a) Initiative and creative thinking. 

Ih) Above avefaee intelligence and wisdom. 

(c) Imagination, vision and foresight. 

( d ) Technical and professional competence, sourfd education 

and broad interests. • * . 

(e) Sense of purpose and responsibility. 

(/) Objective and flexible* outlook, 

(g) Emotional balance, consistency and patience. 

(/;) Self-confidence, diligence and industry. 

(/) Honesty and integrity of character. 

(/) Tactfulness, maturity and open-mindedness. 

(A:) Verbal facility and conceptual skill. 

(/) Sound judgment and decisiveness. 

(in) Self-awareness, determination and faith. 

(//) Drive, empathy, ability to inspire, teach and guide 
people. 

( o ) Conversational ability, organising ability and ability to 
deal with people. 

An effective leader thus requires physical, conceptual, techni¬ 
cal, human and intellectual qualities. All ideas and innovations do 
not necessarily originate in the mind of a leader but their successful 
execution requires competent leadership. The leader should have 
dynamic personality, intellectual capacity and flexibility. 


H. H. Albess 
Tannenbaum 
and others 
C. I. Barnard 
J. J. Criffton 
B. S. Basil 
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UNIVERSITY QUESTIONS 

L What is leadership ? Why is there a need for leadership ? Discuss 
4he different styles of leadership. 

> 2. "Management has been defined as the technique of executive leader¬ 
ship.” Discuss in this respect the nature and functions of leadership. 
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Discuss* 
but an effective 


3. “Good leadership is an integral part of effective direction.” 
bringing out clearly the qualities of an effective leader. 

4. “A good leader is not necessarily a good manager 
manager must have many of the qualities of a good leader.” 

5. “Leadership is the process by which an executive directs, guides and 
influences the work of others.” Explain. 

6. Explain the trait theory of leadership. Compare its merits and 
demerits with those of the situation theory of leadership. 
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1. NATURE AND PROCESS OF CONTROL 

2. TECHNIQUES OF MANAGERIAL CONTROL 
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MAIN REFERENCES 

Koontz and O'Donnell : Principles of Management* 

Ernest Dale : Management—Theory and Practice. 

Billy E. Goetz : Management—Planning and Control. 

W. T. Jerome III : Executive Control—The Catalyst. 

UNIVERSITY QUESTIONS 

1. What do you understand by controlling in management ? Discuss 
the steps in the process of control. 

2. “Planning is the basis of control, action its essence, delegation its key 
and information is its guide.” Explain. 

3. “Control is to see that events conform to plans.” Discuss the rela- 
tionship between planning and control. 

4. “Managerial control should free rather than restrict action, prevent 
mistakes rather than punish individuals.” Elucidate. 

5. What is the significance of control in a manufacturing company ? 
Point out the main techniques of managerial control. 

6. “Planning without control is a meaningless exercise ; control is 

aimless without planning”. Explain. {Delhi, 1979 ) 

7. What is controlling ? Discuss its need. What do you think are the 
ch aracteristics of a good control system ? 



I® 
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Techniques of Managerial Control 


Various methods of managerial control are used in practice. 
These methods or techniques vary from simple observation to 
complex network analysis. Control can be exercised on any and all 
aspects of a business. 

1. Production control involving control over manufacturing 
operations. 

2. Quality control consisting of control over the quality of 
goods produced. 

3. Inventory control or control over the size of stocks of 
raw materials, semi-finished goods, and finished products. 

4. Financial control or control of overall operations to 
ensure profitability. 

5. Cost control or control over expenditure. 

Types of control should be differentiated from the techniques 
of control. Former is based on what is to be controlled while the 
latter is concerned with how to control. 

Devices or Techniques of Control 

The various types of control techniques may be divided inlo 
two categories—(1) Traditional control techniques such as budgets, 
statistical data, break even analysis, standard costing, personal 
observation, ratio analysis, reports, internal audit, etc. and (2) 
Modern control techniques such as Programme Evaluation and 
Review Technique (PER 1), Critical Path Method (CPM), Time Net 
Work Analysis, Operations Research (OR), Logistics, etc. Several 
tools have been designed for the purpose of control. Main among 
them may be described here. 

1. Budgets : A widely used device for managerial control is 
the budget. A budget is a statement of anticipated results expressed 
in numerical terms. It is a financial statement of the plan to be 
followed during a given period for the purpose of attaining pre¬ 
determined goals. Budgeting is the process of formulating budgets 
for different parts of an organisation. A budget acts as a standard 
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as well as a means for planning and coordination. It serves as a 
basis for continuous comparison of actuals with budget results. Use 
of budgets for controlling activities is known as budgetary control 
which has been described latter in this chapter. 

2. Statistical Data : Statistical data and techniques are being 
increasingly used for managerial control. Statistical data presented 
in the form of charts, graphs and diagrams help in easy and quick 
understanding of the problem. Their most important application 
has been in the field of quality control. However, one must not 
lose sight of the limitations of statistical data. 

3. Break-Even Analysis : Accounting data and tools arc an 
important method of control. Break-even analysis focusess attention 
on the variable costs by separating them from fixed costs over which 
management has little control in the short run. Break-even chart 
is an interesting control device. It depicts graphically the relation¬ 
ship between costs, volume and profits, in such a way ns to show 
the impact of a change in one on others. It is used to determine 
the profitability of a given course of action. A break-even chart is 
given below : 


Y 



As indicated in the'chart, break-even point is the point at 
■which total revenue is equal to total cost. It is a situation of no 
profit no loss. Below the point, losses occur and above the point, 
there are profits. The chart indicates separately the impact of fixed 
and variable costs on profits. 

It is helpful in predicting profits at different volumes of sales and 
in fixing prices. “Break-even analysis is especially useful in planning 
and control because it emphasises the marginal concept. It brings 
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to the manager's attention the marginal results of his decisions." 1 
Marginal costing helps in controlling and reducing costs by pointing 
out controllable expenses and by making possible the application of 
the principle of control by exception. However, break even chart 
ignores incomes, assumes prices are constant, does not consider 
time gup between production and sales and ignores factors, like plant 
size, technology, etc. It is not possible in practice to differentiate 
clearly between fixed costs and variable costs. 

4. Standard Costing : Standard costs serve as standards for 
measuring actual performance. Variance information pinpoints 
the sources of inefficiency and helps in controlling costs. Variance 
analysis discloses controllable and uncontrollable costs. Accounting 
ol costs in terms of executive responsibility known as Responsibility 
Accounting is an effective control device. Cost accounting is an 
important tool of managerial control as it helps in establishing 
standards ol expenditure, in comparing products and departments 
and in determining relative profitability of different courses of 
action. 

5. Personal Observation : Personal supervision is the most 
effective method of control. It helps in preventing out of control 
situations. It helps in the early detection of deviations and enables 
prompt corrective action. It also motivates people to perform 
better and improves their morale. A thorough job of control can¬ 
not be done without personal guidance. Various scientific control 
devices cannot completely substitute personal inspection. However, 
personal supervision is an expensive technique of control. It is also 
subject to the limitations of time and attention. Moreover, close 
personal supervision may restrict initiative and creativity on the 
part of subordinates. To quote Haimann "although personal 
observation is time-consuming and might look inefficient on the 
surface, there is no substitute for it in the control of the activities of 
subordinates." 2 

6. Ratio Analysis : Analysis of profitability, liquidity and 
solvency ratios is an important means of control of overall 
performance. Return on investment is widely used in assessing the 
performance of an undertaking and its management. Financial 
statement analysis helps in diagnosing the health of a business 
concern. Comparative profit and loss statement helps in evaluating 
comparative efficiency of different departments. 

7. Special Reports : Often routine statistical and accounting 
reports are not sufficient for control. Special reports and analysis 
made by experts through special investigation may be used in 
certain cases. But the benefits should be large enough to justify 
heavy costs of such reports and analysis. To be effective, a report 
should be brief, precise and timely. 

1. Koontz and O’Donnell : Principles of Management, p. 667. 

2. Theo Haimann : Professional Management , p. 500. 
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Audit of financial and cost accounts increases the effectiveness 
of control Financial information is the basis of so many measures 
of performance that the integrity of the accounting system ts o pre- 
rJnuis te to effective control. Through their interpretation and 
application of accepted accounting principles, the auditors ex.rose 
a degree of control over the day-to-day operations. 

8 Internal Audit: Internal audt and internal check also 
h-ln in control. Internal audit is a regular appraisal of the 
oDerat'ons and accounts of an enterprise by its own staff. It helps 

hfth^ appraisal of plans and methods of work m comparison with 
operations Internal check is a check on day-to-day transact^ a 
part of the routine recording system. It helps in axoidmg mistakes 
and frauds. Management audit checks on the performance of manage¬ 
ment Cost audit ensures accuracy of cost data. To be etlcctive 
as a technique of managerial control, internal audit must be objective 
and timely The scope of internal audit is not limited to the 
verification of accounts but extends to all aspects of an enterprise. 

In its wide scn>c. internal audit or operational auditing consists of 
‘■the regular and independent appraisal by a staff of in,ernal a ^’' ors 
of the accounting. financial and other operations of the business. 
Although often limited to the auditing of accounts, in its most usefui 
aspect, operational auditing involves appraisal of operations generally, 
weighing actual results in the light of planned results. Howexer, 
nternal auditing is expensive and the internal audit staff do not 
enjoy a ready acceptance by managers at all levels. But it can make 
an important contribution to the control and improvemer.t of overall 

Pe ^ Management information sydems, logistics, operations research, 
CPM, PERT, time-evcnt-nctwork-analysis etc. are the new techniques 
of managerial control. 

Tvpes of Control . # . 

The managerial function of control can be applied to almost 
every phase of business activity. The popular^applications have 
been in the field of production, finance and marketing. The various 

ty pe s ofco»«>Urej rQuAL1Ty CQNTROL 

Achievement and maintenance of a satisfactory level of quality 
is essential for the success and survival of every business in these 
days of intense competition. Quality control has, therefore, become 
an essential function in modern industry. Quality refers to the com¬ 
pose characteristics of a product that determine the degree to which 
a product meets the expectations of the consumer. It is a relative 
term. The objective of quality control is not to achieve highest or 
perfect quality but it is to provide products of specified standards 
consistent with the use and costs of the products. 

Quality control involves setting standards of quality and design 
and use of measures for making production conform to those stan¬ 
dards. It is the systematic regulation of all variables affecting 

\. Koontz & O’Donnell: Principles of Management , p. 661. 
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quality, to ensure the production of goods of uniform and acceptable 
quality. It is the composite of all activities designed to determine 
and achieve specific quality of products within reasonable limits. It 
is a convenient means of preventing the production and supply of 
defective products and rejections. Quality control permeates entire 
production process from raw materials to finished product. It invol¬ 
ves control over raw materials, work in« progress, machinery and 
equipment, manufacturing process and shipment of finished products. 

Importance 

Quality control is essential for the profitable working of 
every industrial enterprise. An efficient system of quality control 
provides the following advantages and benefits : 

(0 Quality control reduces waste caused by the production of 
defective products and rejections. It. therefore, helps in reducing 
costs and increasing profits. It also reduces costs of inspection. 

(//) It helps in finding defective products at an early stage, so 
that further expenses are not incurred on them and they can be 
re-worked easily. The amount of scrap is minimised. 

O'/’O Quality control standards enable workers to judge their 
performance themselves. They may be motivated through quality 
bonus schemes. It also helps in judging the efficiency of individual 
workers and departments. 

(/V) Quality control reduces the need for inspection by the 
buyer. The producer is relieved of inspection bottlenecks. 

(v) Quality control helps in production planning and engineer¬ 
ing design. It can be used to find problems in the production 
process. Control charts help in deciding whether a particular 
production process is inherently capable of meeting specified quality 
levels. 

(W) Quality control improves relations with customers by ensur¬ 
ing the supply of goods of uniform, and acceptable quality. ( This 
helps in securing repeated sales. 

<vii) It aids in cost and budgetary controls. It improves labour 
productivity and morale. 

In brief, quality control is the means for making the most 
economical use of material and human resources and for increasing 
satisfaction from the consumption of goods and services. 

techniques or Methods 

Various techniques used for controlling quality may be divided 
into two categories, namely (a) Inspection, and ( b ) Statistical Quality 
Control (S.Q.C.). 

INSPECTION 

Inspection is concerned with the checking of products against 
specified standards of quality. It involves measurement and compa- 
s before, during and after the production process. It is the act 
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nf evaluating materials, products and processes against established 
standards Its aim is to detect and isolate defective work and prevent 
it in future Inspection may be centralised or decentralised. Under 
Centralised Inspection all work is sent for checking to the central 
inspection department. Decentralised or 'floor inspection implies 
checking at the place of work by patrolling inspectors. From another 
Doint of view, inspection may be remedial or preventive. Remedial 
Inspection is the identification of defective products after they have 
been produced. It is a post-mortem of production. Preventive Inspection 
implies locating the causes of defective production through an analy¬ 
sis of the manufacturing process (in-process inspection) materials and 
parts, so that defects can be prevented. 

Inspection should be differentiated from quality control. Ins¬ 
pection merely determines whether or not products meet the specified 
standards of quality. It results in acceptance or rejection of produc¬ 
tion Quality control is a wider term co\enng establishment as well 
as enforcement of standards. Former is corrective while latter is 
preventive. Quality control is a basic function, inspection is one 
technique of executing it. “Quality control sets the burglar alarm 
which prevents law from being broken. Inspection, on the other 
hand, is simply the police dragnet that catches the burglar after the 
law has been broken. Quality control enlarges the production pile, 
inspection only enlarges the scrap pile.* 1 Quality control is concern¬ 
ed with making things right rather than discovering and rejecting 
those made wrong. 

STATISTICAL QUALITY CONTROL 

Statistical quality control (SQC) is a scientific technique of 
controlling quality of products through the use of statistical tools. 
It is based upon the theory of probability, sampling and statistical 
inference. It involves the application of statistical techniques to 
ensure that products measure up to quality specifications. It is 
concerned with making products of right quality rather than discover¬ 
ing and rejecting those made wrong. While inspection consists ot 
determining the acceptability of products, statistical quality control 
seeks to maintain quality within defined limits of errors by preventing 
-variations from the standard quality. Variations from the standard 
quality occur due to two types of causes, viz., assignable cause and 
chance cause. Chance variations cannot be controlled. SQC is 
an attempt to detect and prevent assignable variations resulting from 
a change in standard conditions of production. Quality control is the 
totality of all means whereby we establish and adhere to a quality 
specification. SQC is that part of the means for establishing and 
achieving quality specification, which requires use of the tools of 
statistics .” 2 
Importance'^ 

Need for SQC arises because inspection does not reveal the 
causes of defective production and costs of inspection are high. SQC 

1. Bethel and others : Production Control , p. 182. 

2. J. M. Juran : Industrial Quality Control , p. 12. 
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helps in identifying the causes of defects in the manufacturing process 
and in measuring the extent of deviations from standards. Inspection 
is like a thermometer that indicates that there is something wrong 
with the production process. SQC is like an X-ray that helps in 
spotting the trouble. However, SQC by itself does not control quality. 
It informs the management that things are going out of control so 
that appropriate action can be taken in time. SQC seeks to achieve 
the following objectives : 

1. To establish standards of quality which are acceptable to 
customers and economical to produce. 

2. To measure the extent of deviation from the standard 
quality and to determine the course of such deviations with the help 
of statistical tools. 

3. To evaluate the methods and processes of production to 
identify the improvements required to maintain quality at the 
desired level. 

4. To increase the turnover by supplying to the market only 
the goods of standard quality. 

Techniques : There are two techniques of SQC, namely (a) 
Control Charts, and (b) Acceptance Sampling. 

In both the cases, standards of quality are laid down. As 
complete conformance to standards is impossible, tolerance limits or 
zones of acceptable quality are also established. 

Control Charts 


A random sample of output is checked and the quality charac¬ 
teristics are shown on process charts. There are different types of 
control charts for measurable (Variables) and non-measureable 
characteristics (Attributes). A typical control chart is given below : 


UQL 


Average 


LQl 


Out of Control 

UQL-Upper quality 
level 


LQL = Lower quality 
level 

Out of Control 
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The production process is considered out of control and correc¬ 
tive action is taken when quality characteristics fall out of control- 
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limits. So long as points are within limits, variations in quality are 
considered chance variations. The object is to foresee the quality 
variations through the analysis of production process. 

Control charts are useful as they are easy to prepare, provide 
a simple device of comparing quality variations, serve as visual aids, 
are flexible and give early warning of trouble. To improve relationship 
with customers, some firms send control charts with every shipment 
to buyer so that he can judge for himself the level of quality. When 
applied to a specific machine, control charts indicate when to adjust 
or reset the machine. 

Acceptance Sampling 

It is a sampling technique designed to ensure that more than a 
certain number of unsatisfactory products arc not released to the 
market. A random sample of products from the whole lot is checked 
to judge quality. Acceptance sampling may be used to improve the 
relations between a vendor and his cuNtomers. They may decide the 
limits within which the quality should conform. The vendor wnne 
supplying the goods may give a quality level certification to satisfy 
the customer on the quality of products supplied to the latter. 

Acceptance sampling plans are of utmost value when the nature 
of the production process remains unchanged. Linder such condi¬ 
tions, savings in inspection cost (due to sample checking) more than 
offset the risks involved in acceptance or rejecting the lot on the basis 
of sample inspection. Acceptance sampling is useful when volume 
of output is so large that 100% inspection is impossible or unecono¬ 
mical or where quality cannot be measured numerically. As perfection 
is impossible, percentage of acceptance defects in a lot is determined. 
This is known as Acceptable Quality Level (AQL). AQL ot 2% 
means that if the number of defects in a lot of 100 does not exceed 
the lot may be accepted, otherwise it is to be rejected. Thus “Accept¬ 
ance sampling means accepting or rejecting whole lots of completed 
products on the basis of what the sample shows.” 1 

AQL involves the risk (called Producer's Risk) that a lot with 
an acceptable quality may be rejected. It also involves the consumer s 
risk of accepting a lot with unreasonably high proportions of defects. 
Lot tolerance percentage defective (LTPD) is the highest level ot 
defects beyond which the lot will not be accepted as saleable. 1 he 
whole lot may be accepted even though it may not meet the quality 
specifications. Sampling errors and human bias may affect the 
results. 

Advantages of SQC 

(/) It helps in economical production by avoiding the production 
of defective products and scrap. (//) Maintenance of uniform 
quality enhances goodwill of the concern. (ji7) It greatly reduces 
the costs of inspection. Need for empiricism in quality control is 

1. F. G. Moore : Manufacturing Management , p. 696. 
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BUDGETARY CONTROL 

Kl , • Buti S etar y control is financial control by means of budgets. A 

future DerhiH 8C ‘,/ • a de ' ailed ° f options for some fpecified 
Pen0d ‘ 11 ,s . an cs,ima,e of tuture needs and results. It is 
oased on past experience and anticipation (forecasts) of future events 
■ < '° n,r ° l technique because it provides a standard for the evalu- 

to the nrore s U «f p " fo . rma P c «- Budgeting or budgetary control refers 
of H Ce ' S ° fdCfin,ng des,red Performance through the preparation 
nnnA- 8 '!’ j easu V n S and comparing actual results with the corres¬ 
ponding budget data and taking of appropriate action to correct 
airtcrences, if any. 

words of Terry, budget is “an estimate of future needs 
ncGvifi. accordln S to an orderly basis, covering some or all of the 

oon.r ? < I! an en,;r P r,se for a definite period of time” and budgetary 

act, Pr ^ eS u ° f fll ’ dlne ° Ut what is bein 8 donc and comparing 

' 1 ®. s “ lts Wlth ,he corresponding budget data in order to approve 
. , m P ,,s hmcnts or to remedy differences by either adjusting the 
budget estimates or correcting the cause of differences. Budgeting 
f _ p thc t ° rniu,i ) l,on P*ans for a given fu ture period in numerical 
jemis. As such, budgets are statements ot anticipated results in 
Jinancia! terms. According to the Institute of Cost and Works 
ccountants, London, a budget is “a financial and/or quantitative 
statement, prepared and approved prior to a defined period of time. 
or the pohey to be pursued during that period, for the purpose of 
attamtpg a given objective.” Budgetary control has been defined as 
me establishment'^* budgets relating the responsibilities of execu¬ 
tives to the requirements of a policy and the continuous comparison 
ot actual with budgeted results either to secure by individual action 
the objective of that policy or provide a basis for its revision.” 1 In 
the words of Welsch, “budgeting refers to the entire process of budget 
planning preparations, control, reporting, utilisation and related 
matters.”* 


Objectives 

The purpose of budgeting is to formulate a plan to coordinate 
and control operations so that established policies and objectives can 
be achieved. Budgeting serves to clarify the programme, measure 
efficiency and provide definite plans to interested parties. 

1. I.C.W.A. London : An Introduction to Budgetary Control , Standard Costing 
and Production Control, p. 7. 

2. Glen A. Welsch : Budgeting—Profit Planning and Control , p. 4. 
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Types 

Budgets are of various types. A Fixed or Static Budget is one 
definite plan based on specified forecasts. Variable budget , on the 
other hand, provides alternative plans to provide for changes in 
underlying factors. Revenue budget shows anticipated income from 
sale of goods. Expensive budget indicates estimated operating expenses 
of the concern. Capital budget shows estimated expenditure on fixed 
assets, like plant, machinery, buildings, etc. Material budget indicates 
requirements of direct and indirect materials. Labour budget reveals 
requirements of labour for a given period of time. Cash budget is an 
estimate of cash receipts and payments for a given period and reveals 
possible shortage and excess of cash. Sales budget is an estimate of 
sales to be made in a future period of time. It is the basis for pre¬ 
paring other budgets. Production budget shows the anticipated type 
and volume of production. Master budget is an overall budget for 
the organisation as a whole. It is prepared by coordinating all other 
budgets. 

Advantages 

Budgeting is a tool of sound planning, effective coordination 
and dynamic control. A well-coordinated and well-administered 
system of budgetary control contributes to the efficiency of an organi¬ 
sation in the following ways : 

(i) Budgeting tends to make planning definite and coordinated. 
It forces thorough investigation and systematic approach to problems. 
It avoids snap judgments and hasty decisions. Expressions of plans 
and policies in concrete numerical terms gives an overall view of 
operations and relative importance of different activities. A budget 
is more than a financial instrument and serves as a complete pro¬ 
gramme of business activities. A business with good budgetary 
control can anticipate and provide for contingencies rather than 
groping in the dark. Budgeting also helps in selecting the most 
profitable course of action. 

(ii) Budgetary control makes for unified action and coordina¬ 
tion of individual efforts. Participation of a large number of persons 
in budget preparation improves understanding and cooperation in the 
enterprise. Budgeting is an excellent means of communication and 
motivation. 

(Hi) Budgetary control helps management in delegating authority 
more freely over specified functions. ‘‘Budgets correlate planning and 
allow authority to be delegated without loss of control.'’ Budgeting 
creates orderliness and permits managers to see clearly the effect of 
their actions. It also improves organisational efficiency as effective 
budgeting requires sound organisation structure. 

(jV) Budgets are the most important means of management 
control. A budget serves as a yardstick with which performance of 
employees can be evaluated and costs can be controlled. Budgeting 
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permits ‘control by exception’ thereby saving executive time and 
attention. When used properly, a budget is one of the most effective 
tests of managerial control. 

(v) Budgetary control promotes efficiency and minimises waste. 
People clearly know their goals and roles. 

(vj) Budgeting helps in fixing responsibility for results and in 
taking corrective actions in time. The budget provides guideposts to 
efficient working. 

Budgetary control is thus an important technique of efficient 
management. The principles and processes of budgeting can be 
applied profitably to all organisations irrespective of nature and size 
of operations. 

Limitations 

Budgeting suffers from the following disadvantages : 

(/') Budgets are estimates and can never be cent per cent accurate. 
They are as good as the data and forecasts on which they are 
ba'ed. 

(//) The budget is simply a tool of efficient management, not 
a substitute for it. An efficient system of budgeting can achieve little 
without effective planning and control. 

(Hi) People tend to stick to the budget and fail to adjust when 
required. Budgeting, therefore, entails danger of inflexibility. The 
reduction of plans to numerical terms gives them a kind of illusive 
definiteness. “The budget is not a straight jacket but a measure of 
performance and a guide which should be adjusted to meet new 
situations.” Budgeting is a nuisance rather than an aid to manage¬ 
ment when budgets ar* prepared mechanically without serious thought 
to the ways 01 improving operations. 

(iv) Budgets may be misused to find faults and restrict per¬ 
formance rather than improve it. Rigid adherence to budgets 
discourages initiative and creativity. 

(v) Budgeting is a time-consuming process and involves 
expenses. 

{vi) Budgeting goals may lead people to supersede the enter¬ 
prise goals. Budgets may be used to hide inefficiencies as past prece¬ 
dents often become evidence for the present. The fact that a certain 
expenditure was made in the past becomes evidence of its reason¬ 
ableness in the present. 

(v/7) Success of budgeting depends on the motivation of 
people who are to install and use budgets. People cannot change 
their hibits and attitudes o\cmight. To be effective, budgeting 
should be a gradual and cooperative exercise. 
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(v/ff) Too much should not be expected of budgetary control 
within a short period of time. Budgeting is not a cure to all nor is it 
a tool which provides rapid results when first installed. 

Essentials of Sound Budgeting 

To be effective, a budgetary control system should be based on 
following guidelines : 

1. Responsibility and authority for the preparation and admi¬ 
nistration of budgets should be clearly defined. It is meaningless to 
establish what should be controlled without defining who is to con¬ 
trol. Sound organisation is essential to effective budgeting. Bud¬ 
gets should be an aid to clear thinking, not a means of rigid control. 

2. An accurate and adequate system of measuring and recor¬ 
ding actual performance is necessary. Budgetary control can be 
helpful only if key executives consider it a dynamic part of their way 
of managing. To be effective, budget making and administration 
must receive the whole-hearted support of top management. 

3. Timely and regular system of reporting of current events 
should be developed to keep responsible persons informed of actual 
results. This will help in timely correction of deficiencies. 

4. There should be free and frank communication between 
different departments and members of the organisation to remove 
differences and create coordination. This may be done through 
regular meetings of the budget committee. People at all levels 
must understand and actively support the system. All managers 
expected to administer and live under budgets ipust have a part in 
their preparation so that they understand the budgets and are loyal 
to them. 

5. Efficient forecasting and research is necessary for the 
formulation of realistic budgets. 

6. Human factor is very important in budgeting. Due credit 
should be given for job well done. Persons unabFe to achieve 
budgeted results should be held accountable for it. Budgets should 
not be overdone to seriously compromise the authority of managers. 
Budgets must be designed only as tools and not to replace manage¬ 
ment. 

7. The system should be designed to meet the needs and 
conditions of the particular enterprise. 

8. One of the keys to effective budgeting is to develop and 
make available standards by which the manager's work can be 
translated into needs for manpower, materials, money and other 
resources. 

COST CONTROL 

mipetitive markets of today requires a coniinu- 
mting costs. The object of cost reduction 
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with the ascert^nmPn, * H g ^ cost accOUn,in e which is concerned 
w in me ascertainment and analysis of costs. Cost control helDs in 

cutting costs by eliminating waste and inefficiency. P 

of desirable'costs C ° tK I St J* necessar y t0 la y down standards 

encv ofoneraHnnc r sta ndards so set are used to judge the effici- 
and y JtJ T hC var,at,ons and reasons for them are located 

and steps are taken to avoid them in future. Thus, “cost control 

Sow a K andards as a f fame °f reference which outlines 

f° ld bc a f om P l| shed and how much it should cost. 

m ’• aclual c £ sts ,ncurred are compared with standard 

h^r ™ r ar it nc ^* The variances are investigated to discover 

LlnmnS f **hmng to standards, of attaining standards or of 

thrmmK l lm8 objectives. 1 Cost control aims at reducing costs 

hfr, , cL ai !. a y f and mter P rela tion of cost data in comparison 
with cost standards. 

>• C° Sl conl rol i* thus a process consisting of the four steps : (a) 
'establishment of cost standards, (b) cost finding, (c) variance analysis, 
and (t/) cost reduction. The most popular standards of cost are the 
standard costs. A standard cost is an estimated cost prepared in 
advance of production or supply, under prescribed conditions, 
standard costing is the preparation of standard costs and their use to 
measure financial results with the purpose of maximising efficiency 
by executive action. A standard cost thus represents predeter¬ 
mined cost under efficient conditions. It is based upon a thorough 
analysis of operations and working conditions. 


Standard Costing is of great importance in cost control, (a) 
standard cost serves as a measure of operating efficiency and focuses 
attention on inefficiency, ( b) by measuring variances in terms of 
responsibility, it helps in controlling costs at the point of action, (c) 
it motivates employees to work hard and finish the work in standard 
time, (d) it provides the necessary information for budgetary control 
and incentive wage plans, (e) standard costs help in framing stable 
price and production policies, (/)it permits control by exception 
thereby reducing time and expense in supervision, (g) it reduces the 
need for detailed and time-consuming cost analysis and procedures, 

(//) it helps in identifying controllable co^ts and in fixing responsibi¬ 
lity for expenses. 

^ Standard costing is, however, subject to the following limita¬ 
tions : (/) often standard costs turn out to be ideal which cannot be 
achieved in practice; (//) time and effort is involved in setting stand¬ 
ard costs; (Hi) it is often difficult in practice to fix up accurate m 
standards. Moreover, conditions change frequently and standard.® 
co ts become outdated very soon. 

1. C. T. Horngreen : Cost Accounting, p. 149. ^ 

2. I.C.W.A. London : An Introduction to Budgetary 

and Production Control, p. 12. A 


The various components of costs may be described as follows : 
Cost = Direct Materials+Direct * Labour+Direct Expenses 
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Prime Cost-4-Factory Overheads or 
Expenses. 


Works 


roduction 


Works Cost 4- Office 
Overheads. 


and Administrative 


it of Sales = Cost of Production-f Selling and Distribution 
Overheads. 


Selling Price = Cost of Sales 4- Net Profit or—Net Loss. 


A scientific and well designed costing system is essential to cost 
control. Such a system includes (a) accurate cost standards, 
(b) prompt reporting of actual costs with detailed classification and 
analysis, (c) analysis of variances and fixing of responsibility, 
(d) correttive action to prevent variances in future. 


Benefits if Cost Control 


Wih a good .costing system, management can keep itself in¬ 
formed <f operations as they progress and can often avert losses and 
waste bfore they occur. Cost control helps in reducing wastage and 
in elimiating unprofitable and inefficient operaters. It serves as a 
tool of management control and cost standards are helpful in con- 
trollingfxpenses. On the basis of cost data management can esti¬ 
mate tfe costs of different products. Such estimtes s arc useful in 
the detrmination of prices. The invaluable cost data can be used 
in bucketing and planning. A good cost control system provides 
the ba<$ for effective managerial planning and control. It create 
cost cnsciousness, promotes efficiency and improves the financia 
positia of the enterprise. “Cost control is not a spotlight playing 
continiously on a small phase of the overall operations, but a flood 
lichtin; system reviewing the whole field of production and market¬ 
ing.*’ 1 


cost reduction and cost control should be a part of the pbilo- 
^sophyof management. Cost consciousness should be developed as 
m organisational attitude. Given the right approach and emphasis, 
iccAin cost reduction and control is tremendous. 


good budgeting system, responsibility accounting, sv<|enij 
, inter-firm comparisons and a periodic revie-v of each 
lijure are the important techniques of cost control. 


II and Kimball : Principles of Industrial Organisation , p 
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UNIVERSITY QUESTIONS 

1. Describe briefly the various techniques of managerial co 
out the limitations of each technique. 

2. Define quality control. What is the significance of statist 
control in modern industry ? 

3. What do you understand by budgetary control ? Point out t'le^anta 
and limitations of managerial control. 

4. “An efficient system of costing is essential for the reduction 
of costs*'. Discuss, bringing out clearly the role of cost a 
management control. 
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